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In recent years, imder developed countries of Asia have 
lapnched economic plans to utilise their human and material resources 
to Improve the living standards of their masses. In many of them 
agriculture has for long been the mainstay of the people. They 
have accordingly embarked upon l^d reforms to improve their 
agriculture. Scarcity of domestic savings and lack of availability 
of Capital ecjiipment and technical know-how coupled with lnade<|aate 
facilities for mobilising cgg>itsl and credit are the main features 
of the economic and commercial organisation of these countries. A 
very small proportion of low national Income is devoted to capita 
formation, while they depend for the sale of a few primary prodhcts 
for earning foreign exchange. 

To take their economies to a *sC.f-gene rating* or * take-off* 
stage, it is necessary to augment savings and investment through plannee 
efforts and to supplement them through import of foreign capital, 
credits and even grants on Government level and through international 
agencies. Ibr tdiis purpose, investment is to be raised from about 
6 per cent of national income to about 16 per cent of the national 
income. This is the main problem of financing economic growth in them. 
Population is their main asset and that too is ignorant, illiterate, 
and tuitralned. Means of communication and transport are in a 
backward condition. 

In such conditions the State has to play a leading part in 
creating social and economic overheads an<d in reorganising the capita 
and the money markets through appropriate monetary, credit and fiscal 
policies. Hence in underdeveloped countries a great emphasis is laid 
on the growth of the public sector. 



In Planned economies in these coim tries the Government or the 
planning ajittiority has be^ c^led upon to fix priorities to titilise 
the limited resources to bring about rapid economic development and to 
lay do-wn targets, physical and financial, to be achieved within a 
given period of time. The public sector has also been motivated by a 
desire to correct the disecjnilibrium in the balance of payaents, ^ 
bring about price stabilisation, to counteract cyclical fluctuations 
in economic activities and to promote social objectives like reducing 
the ine(fi^ities in Income and wealth distrihition. The State has 
also to Intervene to provide edicational and training facilities of 
a technical nature for which financial resources are recjiired which are 
beyond the capacity of the private sector. 

Objectives of economic planning attract varying ©nphasis 
in different countries. In Laos, Taiwan, and Southern yiet-Nsm 
considerations of national defence have been the primary determinants 
of Government expenditures. In Mainland CShina, the emphasis has 
been on the socialist transformation of the eeonOTiy, In the ; 

Federation of Malaya, Hong-Song, and the Philippines, fiscal policy 
has been designed to encourage private enterprise. In India and more 
recently in Ceylon, develojmient pi^graiiuaes assume an Increasing role 
for the public sector. Throughout the region, the pattern of 
fiscal policy has, in a greater or lesser degree, beai affected by ! 
the desire to promote economic etpality, : 

The shortfalls in Government revsaue at a time of 
increasing expenditure have given rise to budget deficits in almost 
all countries except China Mainland* In the absence of other sources 
of finance, these deficits have to be financed through credits : 

from the central bank or from commercial banks, thus resulting in 
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sn increase in tbe money supply with the result that the price level 
has risen md efforts have to be made to keep it under check* In 
3hdia» for instance, holding the price line is indispensable at 
preset. Since 3961 the currency in circulation has increased by 
30 per cent, v^lle food production is ^most stationary. The 
wholesale price index ( 3952-63 = 100 ) touched 143,5 in May 3964, 

Hmce the price line must be held in check. 

In almost all of them dfomestic savings are inadetfiate, 

CSiin a Mainland being the only exception. Foreign assistance in 
C5hln a Mainland has been on a small scale mainly from the U.S.S,R. 

In other underdeveloped countries, foreign assistance both on private 
and state level has been necessary to varying extent. They have 
had to reorientate their fiscal, monetary and taxation policies to 
attract foreign savings and assistance. Some of the international 
institutions which have recently been set up have been of invaluable 
assistance in providing foreign capital which has come both In 
the foim of loans and epfiltles, 

I have ventured to make an objective study of the main 
features of the financing of economic growth In some underdeveloped 
countries of Asia with particular reference to India, The varying 
Importance of different sources of raising finance, their effects are 
ec»nomy etc,, have been sought to be analysed with particular reference 
to India, The period selected for study is coextensive with the 
period of economic plsnnlng. While analysing the trends of economic 
growth, I have drawn upon sources pertaining to the various countries 
and I have tried to draw my illustrations from as many countries 
under study possible. 
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I availed of literai^^'e bearing on the subject In the 
library of the Jllahabad University and in the statistical 
laboratory of the Departmoit of (3offlmerce and Business Ada in is tr at ion 
of the University, I slso asnsulted literature in the library of the 
D^hi School of Economics, of the Institute of Economic Growth and 
of the Federation of Indian Chaabers of Commerce and Industry 
Delhi and I am grateful to the authorities of these institutions for 
providing me all legitimate facilities for study. 

Dr, A.N.Agarwal, Head of the Department of Ctemmerce and 
Business Adalnistration, Allahabad University has been a source of 
constant inspiration to me and through his inspiring guidance and 
scholarly advice I have been able to complete this study. Even 
though extremely tusy, he has nevertheless always be^ willing to 
spare a portion of his valuable time to look Into my work, which 
I dare say in parts at least, bears the indelible mark of his guidance, 
I may, however, hast«i to add that the responsibility for any 
shortcomings is entirely mine, I cannot express my feelings of 
gratitude to him for the interest taken by him. 

Professor K.L.Govil, M.A*, formerly Reader in (kwamerce andi 
Registrar of the All ^abad University was also good and gracious 
enough to go through some chapters. His valuable advice stood 
me in good stead and he suggested source material which proved very 
helpfUl in completing the work. No words can express my feelings 
of gratitude for his affection and help. 

My guide and supervisor, Professor D.N.Elhanee, Professor 
of Gbmmerce of Jo <Sipur University devoted time and attention in 
going through the manuscript and gave valuable suggestions* I m 
deeply grateful to him for his scholarly and helpful guidance. 
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The exaainers of my thesis gave help fill suggestions# 
Accordingly, the hulk has been eonsideratly reduced and greater 
attention has been paid to the promotional aspects of centra 
banking. 

If this work of mine were to see the light of day and 
indice Interest in the reader In this fascinating subject, 

I should consider my labour amply rewarded. 


Departnent of Commerce and 
Business Ada in is t rat ion, 
Allahabad University, 

ALl 



(RATESH KDMAR GAJTiM ) 


insist, 1964 
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CHAPTER I 


IN TRODUCTORY 


Daring the last 15 years or so, there has be^ a great awakening 
in underdeveloped countries to the need of improving the living standards 
of their masses by increasing prodnetion and by improving the system, of 
distributing income and wealth* For this purpose, econmic planning is 
being adopted, A study of the methods adopted and of the results achieved 
would be interesting* 

Underdevelopment is a relative term. It usually refers to the 

state of econcffiic developa^t of countries, which have low levels of real 

Income and capital per head of population In cooip arisen to the advanced 

Western countries. Low per ca pita Income is responsible for poor savings, 

low investment, high propensity to consume, low productivity, low 

standard of living and poverty. Underdeveloped countries lack large-scale ; 

application of technology to agriculture and Industry, subsistence 

production is generally prevalent, markets are comparatively narrow and 

manufacturing Iniifcistry is usually unimportant, 

1/ 

According to a U,N, Report , the teia •underdeveloped area’ is 

applied to countries where Ver capita * real income is low when compared 

with the per capita real Incomes of the U,S,A,, Canada, Australia and 

Western Europe, Alfred Bonne defines an underdeveloped country as one I 

where Income and consumption levels are conspicuously below the standard 

level, which exists In Western countries. To him, the concept of 

underdeveloped countries as given in the U,N, Report does not cmvey the 

dyaamic elaaent Implied in the ter® 'underdeveloped*, nor does it indicate 

2 / 

the factors responsible for under-consumption. Another author has 

1/ Measures for the Economic Development of Underdeveloped Countries ,1949, 
^ *The Bconc»aics of Development* x Jacob Finer, guoted from Economics 
of Underdevelopm^t, Dr, A,N.AgarwaLL and S.F.S:togh, 1958, 
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written that ah imderdeveloped country is one which has good potential 
p Inspects for using more capita or more labour, or available material 
resources, or gll of these to support its population on a higher level 
of living. He lays more emphasis on the prospects of raising the 
per Capita Income for an Increasing population* 

Capital is m Important factor which should he considered while 
defining underdeveloped areas, because a high average level of income aid 
econmic perform an ce In general is largely due to the high per capita rate 
of available capital resources. Bonne includes the ’Psychological Factor* - 
the measure of Interest of the population In economic growth. In the 
definition of underdeveloped area. The four criteria for the state of 
underdevelopment given by him are j- 

(a) low re^ £er capita Income 

(b) Low rate of reproducible capital per capita and per unit 
. , of area* 

(c) A favourable ratio of unused resources to population, 

(d) 1 scarcity of ^trepreneurial ^alities In the population* 
According to the point Four Programme proclaimed by President 

Truman XXDQoW ’Underdeveloped areas are those where more than half the 
people of the world are living in conditions approaching misery, where 
food is inad 0 (|aate, disease rampant, where economic life is primitive and 
stagnant, and where poverty is a lasting and dangerous handicap^ This is 
a more comprehensive definition of underdeveloped regions as it * includes 
both sparsely populated and densely populated areas and not merely those 
where natural resources remain unused* 

In the words of L,D.Stamp " a country may be underdeveloped 
because it has land which could be, but is not, actually productive or 
because existing prodaction from its lands is below standard as evidenced 
by the yield ©f crop per unit area*" 


Uoted^from ’Our Underdeveloped World’, L,D,Starap, P*19 

' wi ^ * 



Thas the underdeveloped world cc»aprises a very diverse 
collection of countries acd the heterogenity of the underdeveloped 
world should be borne in mind* There are great differences, as we shall 
see hereunder, in the econOTiic level in underdeveloped countries 
themselves* 

■geatures of Underdevelopment i 

(a) The size of per capita Inccxae in underdeveloped countries 
is a fraction of per cag^ita inccxae in advanced countries* The per capita 
inccMae of India in 1948-49 was about 57TJ.S* litoll ars^ while in 1958-59 

it was about 6l TJ*S* dollars * In 1957, the Per capita Income of Burma 
was ^ 47; of Ceylon $ 118; of China Taiw^ jS 88; and of Philippines 0 193, 
China-Mainland had a per capita income of JS 61 in 1956, m 1954, the 
per capita income of Malaya and Indonesia was tJ*S.^ 303 and 0 304 
respectively, Pakistan and Thailand were having the per capita IncOTe 
ecjxal to jl 49 and 0 85 respectively in 1956* 

(b) Agriculture accounts for a large proportion of the total 
national Income, is is evident from Table No* 1 the percentage of 
^ployed population oigaged in agriculture, forestry, and fishing in 
Japan, n*S,A*, andn*K* is much less than what i^ is In South l^t Asian 
countries. 


go * 1 ^ 


Percentage Dlstribitlon of Economically active population 


Country 

«nd 

year 

t Mining* 

1 Mannfacfeirlng 

1 and Construction 

5 

il 

J 

Agriculture 
Forestry and 
Fishing 

i 

5 

_L 

^ 

others 

1 

^ _ 

Hi 

S 

llllllllll 


1954 

10*2 


59*8 


30.0 

1957 

10*7 


57*7 


31*6 


Percentages have been calculated from Bccsncmiie Survey for Asia and 
'Par East, imrnd. Report, TJ.H, (1958) 

§/ See Appendix I 

^ ECAFS ailletln, Vol. IX, No, 3, Deember 1958, p,9. Table No,2 
(a) CScmiprising Electricity, Commerce and Transport etc. 
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SstUm 

1946 

11.6 

59,2 

29.2 

India 

1951 

10. 6 

70,6 

18.8 

Singapore 

fedeiatlon 

1947 

19,8 

8.4 

71,8 

Malaga 

1947 

10.3 

65,1 

24,6 

Thai and 

1947 

2.4 

85.8 

11,8 

Ea]i£ls.laR 

1951 

7.6 

79.4 

13.0 

1948 

8.9 

71.8 

19.3 


The national Income of India in real terms recorded a rise of 
6.8 per cent in 1958-59 over 1957-58 according to the latest estimates 
prepared by the central statistical organisation. Of this rise as much 
as 5 per cent was contrihated by agriculture alone and 1.8 per cent by 
other sectors together. At 1948-49 prices, national Income for 1961-62 
shows a modest rise of only 2.1 per cent over that of 1960-61, This 
order of increase was smaller than the annual average rate of growth of 
3.4 per cent and 4,1 per cent in the Firsthand Second Plan period, 
respectively. This rise in 1961-62 came mainly frc« sectors other than 

S/ 

agriculture, 

(c) The chronic underemployment is a characteristic of 

agricultural economy. This is because of the fact that non-agricultarail 

occupations have not be^ growing at a rate ecxamensurate with the 

W currency and finance for the year 1962-63, — — - 

Heserve Bank of India t pp. 21-22 o, 
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Increases In poptilation for lack of sufficient Investm^at outside 

agriculture* Hence a growing labour force has had to be absorbed In 

agriculture* During the last few decades the increasing pressure of 

population on ^#e land has resulted in chronic unemplo^iaent and 

under«aplo 3 Baent in these countries* In a India the population is now 

growing at 1,8 per cent per annum, while the planning commission estimated 

this rise at 1,25 per cent in 1956, 

A major factor limiting the rate of economic growth and 

progress in m^y South East Asian countries is the pressure of 

2 / 

population, which keeps per capita Inecmie low, cmhlned with a fairly 

high rate of population increase, which adds to tbe capital recjmired to 

register any advance* Wh@n population is growing at an annual rate of 

some 1*6 per cent and the capital output ratio is about 2,5 s 1, a rate 

of four per cent net savings is recjuired merely to maintain the existing 

amount of esgjital per person* Moreover, by the prevailing ccaablnation 

of high birth rates and high death rates, the proportion of children Is 

high, the age distritution is unfavourable to prodaction, and much of the 

investment in children is wasted from the economic point of view because 

10 / 

of high rates of mortality at younger age* 

(d) Agriculture in these countries is characterised by small 
holdings, poor credit, underdeveloped marketing facilities and primitive 
methods of production* Besides, these countries have a large Indebtedness, 

(e) Large-'sejile production in underdeveloped countries faces 
the obstacle of inade<|uate means for the accfulsltion and operation of the 
expensive capital e<jiipment necessary for mass production. An increase in 

the rate of capital formation is a necessity for substantisl progress in 

^ The population is growing at a rate of 2 per cent per annum In 
Indonesia; per cent in Philippines, and between 1*8 per cent 
and 2,5 per cent in South Tiet Nam* H.N.EGAPB Annual Report 1958 j 
P.68; The rate of increase in population in China (Taiwan) is 3 percent* 
See Population and Progress In the Far last; W.S.Thomson; p,367. The 
rate of increase in Pakistan is expected to be 1,5 per cent. See 
First Five Year Plan of P^lstan, 

3^ U.N,,BCAFE Bulletin, Vol*^, No. 3, November 1955; P.32 
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industrialisation in the majority of the countries of the region. Me 
to low level of national income the margin for new capital formation out 
of savings is very small. The net rate of capital formation ( inclusive 
of a sm^l surplus for foreign investment ) in the " Japsffiese fin^ year 
of the plfiffi appears to be dose to 25 per cent, the rate of capital 
formation appears to be very small in other South East Asian cotmtries. 

In China; Taiwan, the net total investment Is expected to be 15,4 

» 

per cent of the net national income daring the plan period. In 
Mainland China, the proportion of national income going to accumulation 
was placed at 20 per cent. The ratio of the net domestic investment to 
the national income in the Philippines is about 10 per cent. In the 
last year of the Indonesian plan period, the net rate of capital 

formation is expected to be 7, 3 per cent as ccaapared with an estimated 

13 / 

5 per cent rate before the Plan.** The investment in India as percentage 
of national income has risen from about 7 per cmt in 1951 to 11 per cent 
in 1961, and by the end of the Third Plan, it is expected to rise to 
14 per cent, 

(f) The transport system in these countries is poorly developed. 

These countries also lack in a steady supply of able organisers and 

JJ/ 

Various classes of technical personnel, 

(g) The exports of underdeveloped countries are mainly 
composed of primary commodities and a little of processing food grains 
and manufactured goods mostly from industrially advanced countries. 

Their terms of trade are largely determined by the general trend of 
prices in the international trade of the primary products exported 
relatively to the prices of the Imported manufactured goods. The 
purchasing power of the primary goods in the Internationa markets 
de(a.lned very lauch from the latter part of the nineteenth century to the 
ST" Ibid s Vol, IX, No, 3, Dec^ber 1958 s P,19 

12/ See Bconcmlc Bulletin for Asia and The Par Bast; Vol, XI,No,3, 
December I960, 



eve of the Second World War, *The <|aantity of prlaiary exports would pay, 
at the 0 Eid of the period for only 60 per cent of the (|uantity of 

13/ 

raanu facta red goods, which it could hay at the beginning of the period,* 

The prices of the primary goods, however, in the post war period as 
conpared to the pre-war period have increased much, 

(h) Reliance on imports for food supply is a special feature 
of Birma, Ceylon, China ( Taiwan ), Federation of Malaya, and Singapore, 

m 

India, Indonesia, Philippines, and South Viet-Na®. India is relatively 
indep^dent of external sources. In other South East Asia co\m tries, 
the food imports are of critical significance in degrees varying with the 
size of the annual deaaestic crop. The larger import dependence of 
Ceylon, the Federation of Malaya and the entrepot economies is aggravated 
by the necessity of Importing food, Anong the countries more moderately 
dependent on Imports, Indonesia, Pakistan, and the Philippines jtLso ha'ws 
been food importers, 

(i) A large part of national investment for economic 
developm^it consists of expenditure on Imports of capital goods, and 
this involves the utilisation of export proceeds, foreign aid, or the 
incurring of extemal Indebte^ess, This close direct relationship 
between development and extemal balance has caused serious anxiety to 

the countries of the region in their efforts to accelerate econcmic growth 
(3) In the post-war period, the economic growth of most of the 
South East Asian countries has been retarded by internal political 
disturbances, and to some extent, by the small intrusions in one country 
by the neighbouring nations, tJpto 1957, the most serious problem before 
Burma, C^abodia, Ceylon, Federation of Malaya, Nepal, Indonesia, 

Pakistan and Thall^d was to maintain internal security, law and order, 

w 

The political division of Indonesia into Cambodia,. Laos, Ho.rth Tiet-Nsaa, 


XS/ tJ,N. Report on Relative prices of Exports and Imports of 
underdeveloped countries s 1950 s p,7 


^ Fiet-Ram is a fun 

member of the communist block of nations. 


fledged 


C8) 

and South ?iet-IaPi in 1954, the division of India and Pakistan in 1947 
and the separation of Singapore from Malaya in 1946 were followed hy 
internal political disturbances, the mass migration of population from 
one country to another and the division of economic resources both 
physical and natural, * In early 1956, 15 k the relations between South 

IS/ 

Yiet-Ham and Cambodia reached a serious stage." The Immediate effect of 

the Second World War on China was the downfall of the Nationalist reglm. 

It was followed hy "rapid f^l in production and doubling the total 

Manchurian note issue. It resulted in severe inflation. The other cause 

of galloping inflation was the failure of the Nationalist Government’s 

fln^cial and fiscal policy and the widespread nepotism, inefficiency 

and corruption," In January 194S, Chinese communists tried to overthrow 

the Malayan Government and again In January 1957 some disturbance broke 

12/ 

out between the Chinese and the Malayans Polities! Instability continued 
in Nepal till 1956, and the same year In January, the direct rtfle of the 
king csme to an end and the power w^t into the hands of the cabinet. 
Between 1956-57, the cabinet was‘ dismissed twice and again recently in 
the beginning of 1961, the king dismissed the Government aid took over 
charge himself. 

In Indonesia, since August 1950, no less than seven cabinets 
have held office, and in February 1957, Presid^t aikamo established the 
guided democracy creating the nation^ council representative of all 
Important forces Including communists. The causes of political 
instability were : First, the politicsl parties at the time of 
Independence were splintered and fractionalised; Second, agricultural 
capacity of the country was incapable of keeping pace with the rise in 
population, and the Government machinery was mainly dependent on raw 

15 / A short History of Cambodia; Mortln F.Herz. 

23/ in Bconcanic Survey of Communist China; Yuan-Li-WU * P,44 
2J/ The Diplomacy of the Far East Asia; 1945-58 : R.E.Flfield, 
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materials* Throughcnut the past seventeen years of its existence, a 

number of Governments have changed in Pakistan and In 1958, General 

brought military rale by Imposing martial law* In Thailand, the 

combination of strong and effective bnreancratic Government and weak 

and disorganised extra Government organisations have made public control 

of the Government Ineffective* In 1957, the unrest and dissatisfaction 

led to the suspension of the constitution and the parlissnent was 

dissolved. In October 1958, Field Marshal Sarit in a bloodless coup 

overthrew the entire syst^ and established himself as a military 

JS/ 


dictator. 


(k) Almost all the countries in the region have a tropical 

bllmate* In aan|a three physical factors are of particular Importaneet 

First, it has the predominsnce of North South valleys; Second, the 

country is divided into two distinct areas - the plains, delta and 

mountains. South of this area - the delta plain, Tfhich is interlaced 

with rivers and streams is the political and econmic centre of modem 

aiOTa, '3?he two regions 3oln to form Burma proper. It has a very 

fertile land and plmtiftil rainfall, Burma has deep teak forests* 

British Borneo is largely covered with tropical rain forests merging 

at altitudes to great stretches of mountain moss forests and In the 

coastal low lands to fresh water swamp forests. It Is flanked on the 

west and the south by shallow seas and on the north and east, the sea 

slopes steeply to the great depths* On the west coast, rice, rubber, 

and coconut are grown in abundance, while the north and the east coast 

are suitable for tobacco* In Cambodia, most of the people live ^ong 

the Mekong river said utilise its fish and irrigation water* 'Cattle and 

pigs are raised in large numbers - the former for export and the latter 

for home consumption* Most of the population Is found on the alluvial 
20 / 

soils. These are almost completely occupied by rice fields and 


2SU Ibid 

12/ Government and Politics of South last Asian Countries s G.H.Kahln, 
20/ Introduction to Economic Geo graphy;Illinn, Starkey, Hall & Piercy, P.463 
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intersected by a network of irrigation canals. The coasts are often 
subject to occasional tyjjhoons. Plantation agnicnltare is represented 
mainly by mbber^, Kice, pepper, rubber ^d maize are Important products 
and rice itself occupies 86 per cent of the tilled land* Ceylon’s 
econcany to a large extent is centred on the cultivation of rice on 
irrigated IsPd, ** In 1953, about 9,7 lakh acres of land in Ceylon was 
under paddy cultivation,” 

In Malaya, the western range is fertile and extensively 

developed^ while the eastern range is covered by extensive forested 

mountains. This is the less developed area. The hot and humid climate 

is suitable for the prediction of rubber, coconut and paddy. Most of 

the plantations are near the sea, because they are convenient to 

coastwise shipping and rail connections with Singapore, ” In 1952, 

Singapore handled 74 per cent of the imports and 67 per cent of exports 
2 ^ 

of Malaya," Hong-Kong’s primary product is fish. Half of Nepal is 
under forests, one- fourth oiltivable and the rest either alpine meadows 
or under perpetual snow, 

Indonesia is characterised by the volcanic fertility of the 
soils and heavy rainfall throughout the year, Java is a narrow islaad 
with a series of volcanic mountains on its southern border, * Rice the 
chief cash crop occupies about 40 per cent of the cdltivated land,* 

Sumatra has also a mountain fringe ^ong the south western margin and a 
low land on the north coast. Only a small percentage of the land is undei 
cultivation, Philippines is divided among more than 7,000 islands. Of 
thm 6,620 islands have an area of less than one sc|aare mile each, 

j .21/ Hie Far last; A.D,C, Peterson : P,172 

Diplomacy of the South Bast Asia; R,H.Flfield s 1945-68, P,367 
India and Pakistai; o.H,K. Spate and B,H, Farmer : P,762, 

2^ Diplomacy of the South Bast As ia,( 1945-58) , R.H.Fifleld : P,309 

Jg/ Economic Geography; S.N.Dicken : P,337 
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whereas eleven Islands are of store than 1,000 s<jaare miles each. They 
comprise 95 per cent of the land area and have ninety per cent of the 
total population. 

Thus It is evident from the above features that some of the 

underdeveloped countries are richly endowed with natural rescnrces, 

others are deficient in many respects; some are almost wholly 

agricultaral, others have an Industrie structure of some sort; seme* 

possess very advanced civilization, while others are still in the tribal 

stage. A gradient and not a cliff separates the tanderdeveloped areas 

of the world from the developed areas wh^ countries and regions are 

placed in an array. At the extroaes the contrasts are dramatically 

sharp, but In the middle ranges blurring is unavoidable. 

The problem of economic development is launching a take-off 

into sustained growth In poor and stagnant countries. Sustained 

growth Implies or means a discernible rise in national and -per-caulta 

rest! inceme, widely diffused throughout the population, that continues 

97 / 

for two or more generations. Barbara Ward calls it as *the breakthrough 

into future growth’. This implies mobilisation of resources so that 

they may be devoted to instruments, procedures and work which increase 

the flow of goods later* 

(?Atfi.gorig,s,o,f_ Underdeveloped Countries 

There are four categories of underdeveloped countries i 

First, there are countries with low enough per capita incomes 

to put them into this category, but they have unutilized known resources. 

They are currently undertaking enough industrialization and 

agriculblral Improvement to bring substantial Increases in per capita 

income, Italy, TTrgentina, Turkey, Ceylon and iudia, etc., can be 

put in this category. They have sufficient domestic savings and 

^6/ Governments and Politics of South Bast Asian CountriesV G.M.Kahin. 
P.450. 77 

£2/ India and the West; Barbara Ward, See Chapter II, August 1961 
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foreign assistance to finance the capital fomation needed to raise 
Incomes, They are, however, confronted with "bottlenecks , viz., capital 
supply, skilled lalsour, managerial and technical skills* They have 
backward sectors of the economy, limiting the rate of growth and 
making planning necessary, JUrther, growth is unevenly distributed 
among social groups and regions. Here the problaa is that of 
sustaining growth, spreading its benefits more widely and reducing . 
unemployn^t. 

Second, there are countries like Birma, China, Thailand and 
Pakistan with very low -per capita inccaoes, below J8 100 per year. They 
do not appear to have abundant resources in relation to the size of 
their populations. Here per capita Income is currently rising and the 
rise in Inccmie has to be accelerated, not Just sustained. 

Third, there are countries which are poor and stagnant. They 
are relatively rich in resources, but per capita Incoaes do not show a 
rising trend, Indonesia f^ls in this category. Per capita income is 
higher than in India, Pakistan or China, It is not obviously rising and 
may even be falling aS compared to 1939 or earlier. Here if the rate 
of population growth can be held within bounds, the hope for raising the 
per Capita tnccme significantly would be much better than In resource 
poor countries. Here the task is not merely to sustain or direct growth 
but to launch a process of growth that can beccxne cumulative at scmie 
level of per capita income. 

Finally, there are countries which are very poor with per capita 
Inecaie helov J8 100 per year, which are stagnant and also poor in 
resources, viz,, Libya, Cambodia, Vlet-Ham etc. In Libya the per capita 
Income is about 30 dollars per year, 

Issentials of Balanced Growth 

Chester Bowles mentions five recpisitis for rapid, and 

SS/ Making of a Just Society t P,16, The University of Delhi 1963, 



balanced growth in a developing country. These five essenti^s are : 

1* Ade(jiate capital - both domestic and foreign, 

2, Enough goods and services to persuade people to 
contribute the personal effort that development recjiires, 

3, Ade^ate skills for manag^ient, adnlnlstration,etc, 

4, A willingness and ability in over-crowded nations like 
India and Pakistan to curb a rapid population Incresise, 

5, A unifying sense of national purpose with effective 
ccanraunication between the people and their leaders, 

A list of ecfflKnon characteristics of underdeveloped countries 
is instructive. It helps us to understand the natore and the 
magnitude of the problem. At the same time, it recjilres a careful 
analysis of the causes of underdevelopment, *The road to development 
is paved with vicious circles,* *Yes« but some circles are more vicious 
than othersT* The task of economic analysis of the development 
probLem is to discover, which of these vicious circles are the basic 


UjS 

causes of the others so that they may be broken iate to bring about 
sustained growth* 

At this stage we may review the evolution of the idta of 

econcHOic growth beginning with the views of the Classical economists. 

The view of the Class icgl economists was that the development 

of Capita is t economies was a race between technological progress and 

population growth, a race In which technological progress would be in the 

lead for some time, butj,. which ultimately would lead to stagnation. 

Technological progress depended on capitsl accumulation, which would 

peimit increasing mechanization and greater division of labour. The 

rate of capital accumulation depended on the level and trend of profits, 

Marx's theory of development was the core of his system. With 

him development waS not what it was with the other economists of, 

22/ * Financing Economic Development* Beniamin Higgins: ---------- 

International Conciliation 1955, 

20/ The Strategy of Economic Bevelnnmon-i* 

(Hew York) 1958. opaentj ^bert C.Hlrschman, 
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that period, ah appendix to econcmic statics, hat the central theme. 

He tried to show how the economic progress, changing by itself, hy 
virtae of its own inherent logic, incessainta.y changes the soci^ 
fraaework - the whole society in fact. He never underestimated the 
capacity of the capitalist system for ecoacaaic expansion. In this 
respect, perhaps he was more optimistic than even Malthas or Mill, True, 
he e3q5ected capit^ism to brea^own, bat for sociological reasons, . 
not becaase of stagnation and only after a very high degree of 
development had been attained. According to Marx, ^ it is the 
historical task or privilege of capitalist society to create a 
productive apparatus that will be adecpiate for the re(|airements of a 
higher fom of human civilization, Marx laid a good deal more stress 
on technological progress as the motor of capitalist growth and he 
assigned a more important role to the entrepreneur. He saw more clearly 
than his predecessors and even his contemporaries the two-way 
relationship between investment and technological progress. Investment 
is necessary for technological progress, but technological progress also 
provides the opportunity for profitable Investment, Marx regarded 
technic^ progress as labour saving and capital absorbing. According 
to him there was a tendency for the ratio of constant capital to 
variable capital to rise. In other words, there was a tendency for 
capital costs to rise relatively to labour costs or for capital per 
worker to rise. He se^bd to regard that the capital output ratio as 
also the capital labour ratio would rise. The adt'antage in new 
technidnes came from saving labour. According to him, unless the 
spread between the national Inccme and the wage bill increases, the 
increase in capital per worker must result in a fall in the rate of 
profit. He considered technological change as the prime mover of the 
whole system* Capitalism brings a high stage of technological advance, 

21 / History of Sconomfc Analysis s Joseph Schumpeter; p, 573 
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l3ut evenMally it leads to a bitter class straggle betwe^ workers and 
capitalists from which the workers will emerge victorious, 

Schumpeter was not one of those who believed that the 
capitalist machine produces high rates of econaaic growth which offset 
the attendant social, evils. He heartily enjoyed and endorsed the 
society and civilization produced by pure capitalism as well. He 
prefered the relatively uninh&bited and undemocratic capitalism, 
accompanied by a high level of cultural attainment, which prevailed In 
World War I, to the modified capitalism that has developed since. 

Even the semlfeudal capitalism of prewar Japan struck a responsive chord 
in Schumpeter, Schumpeter considered the existence of a sharply 
defined class structeire a small price to pay for the continued economic 
and social progress which he believed unbridled capitalism brings. 

Much as he adtaired the capitalist system, however, Schumpeter 
also shared the gloomy prognosis of the Classical School and of Marx, 

He believed that capitalism will eventually stagnate and break down. 

This prospect was for him sadening indeed, especially, since in his 
view, the brealCdown would come only from the lack of appreciation of 
what ca^it^ism can ilo and the conditions which it needs in order to 
prosper. According to Sclximpeter, not the failures of capitalism, but 
its very success, would lead eventually to the slaughter of the goose 
that lays the golden egg.* 

In his Insistence that the most important part of private 
investment is deteimined by long-run factors, not directly related to 
recent changes in Income, output, sales, and profits, Schumpeter made 
his major contribution to the theory of investment. He laid particular 
stress on what he called * innovation* as the mainspring of autonomous 
investment. He thoughtof innovation in general as any change in the 
production ftmction which would bring an increase in output and listed 
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five major foims of Innovation, (1) The lntro(3action of a new goo^* 

(2) The introduction of a new method of production, (3) The opening of 
a new market. (4) The concjaest of a new source of supply of raw 
materials, (6) And the carrying out of the new organisation of any Industry. 

However, the main feature of Schumpeter* s system is his 
stress on the role of entrepreneur in economic development under 
Capitalism, According to him the supply of entrepreneurship is the . 
ultimate detemlning factor of the rate of economic growth, 

Harrod*s theory is directed towards an explanation of the 
secular causes of unemployment and inflation, and of the factors 
determining the optimum and the actual rate of capital formation. 

Although dearly distinct from theories of ecfillibrium or of 
comparative statics, Harrod*s theory is nevertheless related to them, and 
it uses those concepts and tools of e^ilibrium theory and comparative 
statics that are serviceable in analysing trends. 

The Classical School believed that capitalist develoimient 
would end in stagnation. Marx and Schumpeter thought that would end 
in ccsaplete breakdown. The Import of Harrod’s theory is that 
maintaining full employment without inflation is extremely difficult in 
a capitdist society, and the cumulative movCTients away from ecjuilibrium 
are always around the comer, Hensen, in contrast, presented the bright 
vision of a stable yet growing capitalist economy and argued only that 
the achievement of such an econcany required appropriate monetary 
and fiscal policies. 

Thus econcmic growth leading to development of economy 
recjiires Investment of a certain order to stimulate it. The (lassists, 
Marx, Schumpeter, Harrod, Hensen, and other writers, differing in detail, 
laid ^phasis on the conditions leading to the accumulation of capital, 
which is necessary to bring abcmt economic growth. 

The theory of Economic Development s Joseph A.Sehampeter; 

P,66, (1955) 
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Economic development is fast Taecoming a veil -developed braneli 
of economics# It is defined *as a many sided affair#’ Econanic 
development is not an end in itself# It provides more hope and more 
opportunity for an ever increasing number of persons. The really 
meaningful results of economic development are increases in the vell-beini^ 
political and spiritual as veil as economic^of individual citizens. Its 
ultimate objective is the ftillest possible use of the econcaaic resources 
available to the country, that is, its man power, its natural resources 
and the skill in organisation of its people applied to increase the 
supply of goods available for consumption, for the real income of its 
citizens in order that every one may have a better living than he has 
today in underdeveloped conditions# Economic development is an 
extr^ely complex process. It is more than an econemiic phenomenon* It 
depends largely on social, cultural and political factors# A country 
can hardly flourish, if social attibides are hostile to saving, adoption 
of new techniques or occupational mobility or if there is political 
disorder in the country# Iv^ geographical factors seem to play a part 
in it, ’for it is perhaps more than an accident that the temperate 

2^ 

countries of the vorld are more developed than the tropical countries#* 

The rate of these extra econcanic factors in development is, however, 
difficult to assess and more difficult to control. 


Economic development Implies change both of economic and 
non-economic factors# Change involves disturbance of settled ways# 

How much disturbance people would stand In order to secure a modest 
improvement in their standard of living in future, is rather problematical# 
But, ‘only more economic development offers any hope of escape from the 
probloEs which econmle development itself has already brought forth- 


escape from the problems of population pressure on the land and In the 
.33/ ‘Bidgetlng for Bevel opmen’t’T u .K.Hicks , Ijentral ”B^k" ' of Ceylon 


Bullet is?: 




^ ‘The Theory and Heality of Econcanic Development, B.B.Das Gupta * 
Central of Ceylon BaHetln; P#10, November 1956# 
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cities; escape frcan the problems of lack of 3obs ah<3 otitlets for the 

35/ 

ambitions of the educated* 

There are certain preconditions or pre-reejaisi^ for 
development. The first of these is the recognition that social reform 
and econcBiic strategy are two sides of the same coin - the sin^e strategy 
of developm^t, Ihis ultimate Identity can be best expressed by saytog 
that the problaa of the underdeveloped countries is not just growth tut 
development. Development is growth plus change and change in him, is 
social, enltural, political as well as econcanic and cjaallt4tive as well 
as quantitative* A direct corollary of this new approach to development 
is that the purely eccaiomic indicators of progress are seen to provide 
only limited insight said might concesl as much as they indicate. 

In this connection, one Important aspect concerns the 

relationship of income distribution to econmie and social development. 

The economic objective of all increase in Income will be most meaningful 

only if *the rate of growth of incomes goes hand in hand with improvements 

in intemsl income distribution, and if the social benefits of the 

2^ 

improvements are widespread, ‘ The desirable goal in this respect is an 
inccaie distribution more e<jisil, or at least not more unequal, than at 
presnet. 

Secondly, there should be a growing realization of the 
importance of human factor in economic development. This is due to the 
recent discovery that econcsaic growth in the advanced ccjun tries appears to 
be attrilxitable in larger part than was previously recognised to human 
skills rather than to capital* In this respect, the development of human 
resources becomes important not only as one of the major objectives of and 
a necessary pre-requisite for, economic development but also as a factor 

35/ The Diplomacy of Economic Development; Eugene R* Elack * P,2 

U.N.The National Development Decade, United proposals for Action, 

P.2r 
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which directly contributes to economic development. 

Social development does not asutomatically result fro® economic 

growth. To assiime that econcanic growth automatically leads to social 

development is to ignore the deeper insights, which could be gained 

concerning the inter-relationships of social and economic factors in 

development. Social development should not be made a dependent variable 

of economic development. Indeed, the two should be considered as 

interdependent variables. The general assumption appears to have been 

that social development and social change are synonymous. Of course, 

all econcmiic growth will automatically result in some sort of social 

change, but there is no certainty that the change will, at the same time, 

guarantee social developm^it. The social problems which resulted frcmi the 

industrial revolution In Ehgland bear testimony to this, 

•Economic Development is the continuing process of increasing 

the Capacity of a nation to produce valued goods and services so as to 

38/ 

achieve rising standards of living for the people. The goals of economic 
development regarding raising the current living levels, providing for 
faster growth to increase ccflisumption later, increasing employment, 
improving the distribution of income, etc,, are fixed by the people 
themselves. These objectives react favourably on each other. For example, 
a high level of production is facilitated by a high level of esaployaent, 
Economic Planning: - A TechnAr^ue of Economic Growth 

Bconcanic growth of a nation can be resorted to either through 
overall economic planning or through the operation of free private 
enterprise coupled with partial econcmiic planning in which resources may 
be applied for developing individual sectors. Before the war and even 

' ' ' far”*" 

SSJ Economic Bulletin For Asia and The^Bast, Vol. IX, Io.2, September 63, 
Also see t The Relation between Political and Econcanic Develotaaent; 
W,¥,Hostow - Paper No. C/56-32, M.I.T, ^ 

U,N, Economic Bulletin for Asia and the Par Bast s P,2, 

Vol. m. No, 3, lovember, 1956, ’ 
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for some time after^the war economic growth of the countries continued 
without resorting to econcanic planning and in countries like Ce'ylon 
and Hirma, where earlier long tern economic plans were prepared planning 
had to be dropped in the middle due to lack of sufficient economic data. 

But^ recently in almost all the underdeveloped countries of South Bast 
Asia, long terra economic plans have been prepared for furthering 
economic growth, - 

Economic planning Implies fixing of the priorities for 
econcsnic development and channelling the available resources into them 
with a view to getting the maxlmtua possible utility. It is a method 
of spraying of investment over a wide range of development targets, 
ccanprising every field of primary and secondary industries, communications 
and transport facilities and social services etc,, with a view to 
making possible a process of balanced growth, Planning is ” the means by 
which the lines of ccsttmunlcation are kept open between those who make 
decisions, those who * Illuminate* ( allocate resources) them and those 
who carry them out. 

Unless planning involves first and foremost a bringing together 
of the existing claiac on a country’s resources - that is, unless it is 
based not on a sln^e assumption, bit on an appropriate range of assumption}^ 
some induced and some dudaced - the tools of econcmiics cannot be safely 
and efficiently maployed as a means of lllumlnatiiig choices^ Neither 
econcxaics nor any other acadsnic discipline In and of itself will tell 
us just what the scope and the magnitude of investment ought to be in a 
given country. These disciplines can suggest orders of magnitude and 
help us to Judge whether plans, projects, and policies are well-related 
to one another. But they cannot make econcsaic development any less of 
the three sided pro bleu. Plans and projects must be cheeked and 
coordinated with the actual possibilities, with what really people want 
In the way of growth and change ^d with what they are prepared to 

aa/ The Diplomacy of Economic Development : Ehg®ie R, Black : P,S2<1959i-60)# 
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sacrifice* Otherwise, plgmning can lead at best to waste and at worst 
to the encouragement of extravagent forms of coercion, 
i;?Q R .Il. l S.t 3 ,jyEl 

At any given tine, in any country, rich or poor, there is 
a conflict between the demands of growth itself and the demands which 
growth is supposed to serve. At any given tine there is a conflict 
between the deasoids of growth and the demands for social welfare, 
between the d^ands of growth a^d the deaands for economic security and 
employment for all, between the denands of growth and the demands for 
cultural development. In poor countries today these conflicts are 
particularly acute. In the post war period, most of the developing 
countries are involved in bringing about rapid and self -sustained 
growth, so as to make their nations strong and powerful to r®oove 
poverty and unemployment, in providing modem social services and 
bringing abcut equitable distribution of wealth. But always at any 
given time there must be a choice between more of these ends and more of 
growth itself. 

The use of plsoining largely to keep the lines of ccramunication 
opm among those who make decisions, those who ♦Illuminate* them, and 
those who carry th®a out, is the most effective way to achieve a 
rational and d^ocratic resolution of the conflicts and contradictions 
which are inherent in the growth process,,. Planning cannot help, but 
promote better answers in terms of growth, Phrthermore, it can 
encourage policy makers to focus upon the necessity for engineering an 
escape from poverty and to make this idea a catalyst for transforming 
into constructive patriotism the nationalism which is rampant In the 
underdeveloped world. 


42/ Ibid : p,35 
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Development planning ■which has repiaced^foraer a<3-hoc 
activities of entrepreneurs and p'ublic authorities, includes not only 
the elaboration of new Incoae-producing activities, bit also planning 
technicjies for the collection, allocation and spending of funds 
usually in a number of years in advance* Planning thus offers the 
public a clear notion of the connection be 'tween various branches of 
econoaic life and thus stimulates cooperation and support and faces 
those in charge of development activities 'bo keep the line within the 
scope of available resources and the provisions laid out for their 
expenditure* In underdeveloped countries a well -conceived de'velopment 
plan linked to an investment plan offers better prospects for the 
attainment of de-velopmental goals than uncoordinated development 
ven-tures* 

In all the countries of the region where planned economic 
development has been resorted to, increasing attention has been given 
■bo the basic develojsnent in agricul'bure. Reconstruction and 
rehabilitation re(jilre a vast outlay of capital. Hence^ the state has 
been called upon to take initiative towards basic econcanie de'^elopment* 
The Increasing role of the state in the economic activities of 
countries of the region is indicated by the emergence of the 
government^ capital ou'blay as distinct from the private capital outlay 
in their econcwnic development programmes* Public inves’tmoit in the 
initial stages of economic development in most South East Asisp. 
countries is playing au Increasing role* Public undertakings are 
necessary first, to pro'vlde facilities of power, rail roads and 
ccamaunications which are basic "bo further developmental in vestment 5 
and second, to promote investment In vital areas where private 
initiative, capital and technical know-how are lacking. Ptirther, the 
state has to play an active role in pro’vidlng health, education, and 
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technical research services. The role of public investnient should 
be determined from the viewpoint of eeor^ic effectiveness, which should 
be measured in terms of aXtemative uses of investible resources to meet 
the country’s objectives as well as the relative efficiency of public 
vs private enterprise. To illustrate the point, allocation of finance 
to Various items is given for plans In some underdeveloped countries. 

The tudget, which was adopted in September 1957 by the 
National Asseably of North Viet-Nssa allocated 42,5 per cent of the 
total expenditure to econcmic development; 21 per cent to defence, 

11.9 per cent to he alth^^^ ducat ion and welfare, and 10.4 per cent to 
government adainistration. 

In the six year development programme of Ceylon a total outlay 
of Bs.2,500 million has been envisaged. Its allocation over the various 
expenditure heads is as follows * - 

Ia3?lg..l0A2 ^ 

Mx^Year Prpgraame . Distribution of estimated expenditure. 

( Crores of Rupees ) 


Expenditure heads 

T" 

1 

1 

_JL 

Amount in 
thousands 
of rupees 

T 

1 

JL 

Percentage T Percentage 
of the total 5 of the 
expenditure 5 econ<xEic 
5 nroiect 

i 

wm 

2 

JL 

3_ 

llllllllllllll^ 

Defence 


94,623 


3,74 


Adainistration 


89.477 


3.64 


Social services 


402.738 


15.93 


Economic Projects 


1,941,948 


76.79 


Public Utilities 


837.621 


33.12 

43.13 

Agriculture & Irrigation 


922,602 


36,48 

47,51 

and Fishries 






Industry 


, 111.799 


4,42 

5,76 

Rur^ developaent & 






Tillage Works 


57,550 


2.28 

2.96 

Tourism 


12.376 


0,49 

0.64 






■ lOO^OO" ~ 


41 / •Economic Development In North Viet-Nam*; Theodore Shabad : 

?ol, XXXI,No,l, P,41, March 1958, Journal of Pacific Affairs, 

42/ Central Bank of Ceylon Bulletin; P,S2, August 1955 
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A year plan of development with a total ts investment cost 

of ft,13,601 million ( U*S,j8 2,866 million ) has been sulaaitted by the 

National Planning Council of Cejlon to the Government, Of the total, 

the planned public investment is placed at l?s,8,337 million or 61 per cent, 

while private investment is expected to account for R;, 4,409 million 

or ^ per cent. The rOTalning Ife*865 million is to be contributed by 

the public under a *self help* progrsmme. About 22 per cent of the • 

total Investment expenditure is to go to agricultural sector for its 

development. Expanded production of rice and the virtusiL transformation 

of fishing industry are to account for a large part of this outlay* 

About 17 per cent of the total investment outlay is for the development 

of large and medium sized industries, and asiother 3 per cent is for the 

development of cottage industries. More than 9 per cmt of the totsO. 

Investment outlay is allocated for the export sector with a view to 

replanting 12 per cent of the tea acreage by 1968? export earning in 

.43/ 

1968 are expected to rise by 35 per cait. 

The Second Five Year Plan of Pakistan running from 1960 to 

1965 is estimated to cost Ib,19,000 million s Bs. 11,500 million in the 

public sector or about 60 per cent, and 7,500 million In the private 

sector or about 40 per cent. Thus, the proposed developa^t exprniditure 

in the Second Five Year Plan of Pakistan is approximately 50 per cent 

larger than in the First Five Year Plan, The public sector programme 

is larger by 65 per cent and the private sector programme tiy 35 per cent. 

In early 1964, the National Econcmic Council approved the outline of the 

Third Five Year Plan ( 1966-70 ) of Pakistan which will have a total 

outlay of P,ls,4,950 crores ( two-thirds In the public sector ) as 

ccmipared to P,!te,2,300 crores for the Second Plan; the proposed outlay 

will be easily divided between the Eastern and Western regions. The 

^ Internationa Flnanciaa News Survey; Vol,XI,No,50 

P,® 7, June 26,1959 
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foreign exchange compcaient of the Third Plan will be reduced to 30 per cent 
as compared with 43 per cent daring the current Plan. 

C3ilna ( Mainland ) started its First Fi*^ Year Plai In 1953. 
airing the plan period, a total siim of U.S.JS 32,572 million we*e to be 
sp^nt on the de-^elojsient of the economy, edacation and culture. The 
investment In capital construction in these five years was to be 
U,S,<8 18,165 million. Of this sum, 58,2 per cent was to be spent on: 
Industrie sector. Of the total investment In IndtostriaL capital 
construction 88,8 per cent was expected to go to heavy industry and 
11.2 per cent to light Industry, 

Y.abl,g 

Planned Percentage Investment in Capital Construction 

China t Mainl and 


Industry 58,2 

Agriculture, Forestry and water conservancy 7,6 

Transport, Post & Tele-Coramunication 19,2 

Trade, Banking, Reserves of Materials 8.0 

culture, Educauion and Public TJtility 7,2 

Develop®^ t of Urban Public Utility 3,1 

Other items 1,1 


TOTiL 100,0 

The Five Year Plan for the Federation of Malaya envisages an 
expmditure of U.S,^ 452,7 million. Of this expenditure, 25,4 per cent 
has been assigned to agriculture mining and industry; 25.2 per cent for 
the development of transport and ccraaunications, 7.9 per cent to power 
develoiaaent, 9,5 per cent to education, 5,2 per cent for providing 
medical facilities and In financing rural health schemes and 7,4 per cent 
to municipal public works and low rental housing programme. 

The Five Year Developaent Plan of Indonesia calls for a total 
investment of Rupiah 30 billion ( U.S.jS 990), of which the investment 

44/ Reserve Bank of India B^letln, April 1964, P, 413 

^ Percentages have been calculated from the First Five Year Han of 
China, 

^ Politics of South East Asian Countries: 

G.M.Kahln; P,294 
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in the puhlic sector is to account for Rupiah 12.5 bullion (TT.S.;8/412,5) 
and the rest in the private sector. For the development of mining and 
manufacturing, 25 per cent of the expeiditure was allocated. 

Ipjii 

42 ^ 

Ipdonesia !3 .. toestment Budget 1956 to 1961 


Sector 

Agriculture 

Power & Irrigation 

Industry & Mining 

Transport & Ctemaranication 

Education, Irrigation and Welfare 


alI.£?-C.atipB 

13.0 

25.0 

25.0 
26, 0 
12 , 0 


48/ 

The First Five Year Plan of Nepal envisaged an expenditure of 

rupees 33 crores. Of this I^,10,4 crores were allocated for the 

developnent of agriculture and irrigation, ls. 11.2 crores for the 

development of transport and ccxamunication and 1 ^, 2 , 4 crores were 

^located for the develoiment of manufacturing and mining. The Second 

Five Year Plan Involves a total expenditure of about Rs, 195.9 crores. Of 

this, agriculture is to account for Il 5 . 44,9 crores and the non-agricul tiral 

sector is to account for Bs.lSl crores. 

The total outlay of B 5 , 2,690 crores was originally estimated to 

be spent in the First Five Year Plan of India in the public sector, but 

the actual outlay at the end of the plan came to about 15 , 1,960 crores. 

The total estimated cost in the public sector of the Second Five Year 

Plan of India was ls,4,800 crores, of which is. 3,800 crores was to be spent 

on development projects. The actual outlay is estimated to be of the 

order of Is, 4,600 crores. During the same period, the outlay in the 

private sector is expected to be about i«;,2,400 crores. The Third Five 

Year Plan proposed an outlay of Is. 7,250 crores for the public sector. Of 

£ 1 / Indonesia* s Iconomic Stabilisation and Development 5 B, Higgins: ~ 

P,178, 1957 

42/ First Five Year Plan of Ne^ai at- « ™ 

W 0 . 3 , P.32, Hovembe^M^r*^ * Bulletin, Vbl.VII, 
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this, about th. 1,050 crores will represent current outlays by the 

central and the state goremments, Intfestment by the private sector 

is estimated at Bs* 4, 000 crores, 

Although Thailand does not have a formal comprehensive plan 

for economic development till now, there is a series of level o|ffliental 

prograiBmes for individual sectors under the direction ©f various 

ministries, Among these plans, the most important are s a second 

highway built at an estimated cost of Baht 1,6 15 million; improvement 

of railways at a total cost of Baht 1,268 million; modernisation of air 

transport and improveneat of livestock, A rice seed improvement 

pTo^sct, will cost Baht 4,000,000 million. The k Chao Phya River 

Barrage project costing about Baht 930 million, when ccmpleted will 

50/ 

help to irrigate an additionsl area of 2,3 million acreas. 

The plans of the countries differ widely as to their nature, 
magnitude and scope. First, most of the plans are confined to the 
activities proposed for the public sector, ^though seme, for example 
those of China Taiwan, India, Pakistan, and Philippines attempt to 
give broad estimates of the expected developments in the private sector 
as well, Birther, some are drawn up comprehensively like those of 
India, Pakistan end Mainland China with ejaantitative data on all major 
items such as nation^ income, population, investment sector by sector, 
planned targets of production and trade, while others provide merely 
data on public expenditure or Investment and give inadeepate idea of the 
industrial and economic development expected as a result of the plan. 

The examiles are : The Five Year Capital Baqpenditure Plan of the 
Federation of Malaya, and the Five Tear Iconcmic and Social Development 
programme of Philippines, 

JQ/ For details see Five Year Plans of India 

50/ * Spotlight on Thailand* Eastern Economist; p,256, February 22,1957 
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The Plans also differ In their timing. While Bniaa and China 

Taiwan have drawn up four year plans, India, Indonesia, Malaya, China 

Mainland, Philippines, Nepal and Pakistan have drawn up their Piye Year 

eeonomie plans. The First Plan of Ceylon was for six years and the 

Second is a ten year plan, Thailand announced that the Government’s 

six year developaent plan would he launched for the first time in 
Si/ ^ 

October 1961. There * are wide divergences between the countries • 

regarding the relation of population to natural resources, degree of 

industrialisation, extaut of capital accumulation and other basic 

economic and social characteir^tics. Therefore, the problem they face in 

regard to planning differs from country to country. 

There are some Important similarities also. In msaiy 

of population growth is associated with high birth rates and decreasing 

death rates. Health, education and skills of the population still 

recjiire substantial Imprpv^ents if they are to be brought to levels 

cmmensurate with higher levels of economic productivity. In most 

countries, rates of net capital foimation are low and the rates of 

utilisation of available resources are kept down by scarcity of 

ccmplementary factors, particularly an inadequate amount of social said 

econcmiic overhead capital and shortages of entrepreneurial talent. The 

backward state of economy of most countries is due to their being for a 

long period under sublugatiox^ the political independence having been 

achieved only recently, in any caise it would appear that a stage has 

now arrived when a more detailed consideration has to be given to the 

problem of economic development in the region, how the resources - 

domestic and foreign - could be augmented and the role, the public and the 

private enterprise should play in economic development. 

The more Important problems faced by the countries of the 

region in implementing their development plans are (a) Inadetfiacy of 

H/ I.M.P, ,Intemational Financial News Survey t Tol.XII, 

No.74, P,598, December 9, I960 
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capital apd foreign exchange? (1) shortage of trained manpower and 
technicaa. know-how and (C) Instability of primary eosimodity prices* 
fiMectivea, of Bconomlc Development Plans 

The general objective of economic policy shared by sill 
countries of South East Asia is to bring about economic and social 
advancemait and to achieve higher standards of living by increasing 
output sufficiently within a short time aid simultaneously to lay the 
foundations for further expansion of tiii their economies in the more 
distant future. To this «id, the objective is to raise the rate of 
investra®it and to develop other activities conducive to economic 
developaent. 

The countries of the region have set up targets of 

production, savings and Investments in their respective plans. The 

state in these countries will encourage, facilitate, assist or 

undertake measures to achieve these goaOLs, To promote and initiate 

ventures in new fields hitherto unexplored by private enterprise, 

Government have often taken the Initiative In instiling a few units 

or participate with px±3a private enterprise in the establishnent of 

such units. In India, this field is clearly defined under the 

Industrial Policy Besolution of 1956 of the Government of India, 

In most of the newly Independent underdeveloped countries, 

there has been an urge for economic independence so as to reduce 

dependence on imported manufactures. Besides, a majority of the 

countries of the region have been handicapped in planning sffni 

programming by the fluctuations In their foreign exchange earnings 

they mainly depend on a few primary exports for the maintenance St 

SS/ 

of their prosperity. 

In Banna, China, Cambodia, Nepal, Indonesia, Federation of 

Malaya and India the immediate objective was to make good the 

52/ See taike dn'"page" il3, "'Economic Survey oF^Ia'''^d"''Far Elas't 

1957 
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devastation brought by war# Therefore, they have given prime importance 
to the restcrattm of agriculture, mining, industry and transport 
to pre-war levels. 

In Indonesia, it is hoped that during the plan period 
3 per cent annual increase in national inecsae can be maintained and the 
per capita incaae is to rise by 1.3 per cent per annum | with a marginal 
savings ( and in vestment ratio ) of 40 per cent, 0.52 per cent of 

m 

per capita national inccme can be set aside each year for new capital 

fomationj with 40 per cent of the increase In national income allocated 

to capital formation each year, 60 per c©it of increase will be made 

available for raising the standard of living. To achieve this level of 

savings and investment, the Government measures to stabilise the 

economy and to assure a healthy monetary system are the essential 

preconditions. By the end of the First Five Year Plan capital foraiation 

is expected to reach the level of about 8 per cent of national income, 

53 / 

By the end of 1965, it is to reach a target of 12 per cent* The goals 
to be achieved in the First Five Year Plan of the Republic of China are t 
The laying of a preliminary foundation for socialist transformation of 
agriculture and handicrafts; and a foundation for the socialist 
transformation of capitalist Industry and commerce. The Second Five 
Year Plan of Nepal alms at raising the national Income by 30 per cent 
over the plan period and tioi to create 500,000 new 3obs, Buphs^is will 
be oh gradual industrialisation, intensification of agriculture and the 
provision of adecjiate social services, and also bringing abcut a gradual 
reduction In Inecjualities of incomes. 

The objectives of the First Five Year Plan of Pakistan were : 
Raising of the national Inccme by 15 per cent and the per capita income 
by 7 per c®it; to Improve the balance of payments position of the country 
53/ !&idonesia*s Economic Stabilisation, B.Higginss P,^,1957 
First Five Year Plan of China t P,1 
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by Increasing exports; to increase the ^ployaent onrorlamities 

55/ 

msmmmr 

snfficientOLy; and to make a steady progress in providing social services. 
The Second Plan of Pakistan alms at promoting the welfare of the people 
^d at raising the stsndard of living of the common mai by developing 
the hsman and material resources of the country; by making provision for 
the basic necessities of life •• food, clothing, and shelter - to meet 
at least the minimum re(|iirements by providing increased education^ . 
and, health facilities and opportunities for gainful CTploj'iaent, and by 
securing social 3'*3-stice, The Third Plan, which is expected to create 
5 million additional 3obs, alms at a 30 per cent rise in national inccme 
and a 15 per cent rise in per capita Income, Exports are expected to 
rise to an annual level of P,Hs. 400 crores by 1970, compared with the 
existing level of P,Rs.280 crores. The Five Year Plan of Philippines 
( 1950 to 54 ) laid emphasis on the development of basic industries, 
consumers goods industries and transportation. Another plan formulated 
in 1954, aimed at increasing national production, providing more jobs 
and raising of the inccmes of the rural masses. In the new five year 
plan ( 1957-61), enphasis has shifted to the Industrialization of the 
country and providing ©aploym^nt to 15 lakhs of people. 

The objectives of the Five Year Economic Development Plan of 
South Viet-Nam are to establish the basic elments for an independent 
national ecmomy and to initiate projects directed towards the healthy 
develojaaent and growth of the econcxay. In the plan, priority Is given to 
agricultural developamt with only 9,1 per cent of the total planned 
publle expenditure going to the manufacturing and mining Industries, The 
plan as outlined, will also be concerned with the public works and social 
welfare. The First Five Year Plan of North Yiet-Nam <Kaphasises the 


5^ First Five Year Plan of Pakistan, 

Outline of the Second Five Year Plan of Pakistan s I960 
§2/ Reserve Bank of India Bulletin, April 1964, P, 413 

52/ Colombo Plan, 1955, P,128, ^so see The Five Year Economic And 
Spclal Development Program for 1957 - 1961, Rational Bconcmic 
Council, Philippines, January 3,1957 



development of light Industries to meet the shortage of consumer’s 
goods, cover urban unonploiment and train the skilled workers and to 
accumulate the capital necessary for the ultimate development of 
heavy industry. 

The six year Programme of Ceylon aimed at increasing the 

productivity of the export sector, expanding the area of land under 

cultivation, raising the yield per acre of land and promoting the • 

Industrial sector. The Ten Year Developmental Plan of Ceylon alms 

at increasing the national income by 36 per cent and the per capita 

6Q/ ^ 

consumption by 19 per cent by the end of 1968. The six Year Development 

Plan initiated In October 2961 alms at an annual Increase of 6 per cent 

in gross national product, cmpared with the present rate of 4 per cent; 

and of 3 per cent in per capita income cmpared with the present rate of 

2 per c«it. Agricultural production Is to be expsffided by an average 

of 3 per cent annu^ly, and industrial income is to be raised from 

10 per cent of gross national product as at present to 12 per cent. 

Other developmental goals include the expansion of highway and railway 

§ 1 / 

facilities and higher exports. 

The following are the targets of ®aployaent of the plans 
of scxae underdeveloped countries s 


TAble No. 5 


§Z/ 


The Expected Addition to the Labour Force During the 
Plan Period and the Ehiplosmient Targets 

— l-E^aTImsT — ^ — 


Country 


J Addition to labour 11 Existing JSnployaent 
I force during the J unemployaent ^targets 
1 Pl^ neriod I T 5 


China ( Taiwan ) 
India (Second Plan) 
Pakistan 
Philippines 


0.4 

0.297 

0.2 

10,0 

5.3 

9.5 

2,0 

• 

0,2 

1.4 

1.2 

1.5 

) - 

- 

1*4 


’Economic Development in North ?iet-®soi*: Theodore Shabadj 
Journal of Pecific Affairs, Vol, XXXI , No ,1, March, 1958, 

62/ International Plnancial News Survey, Yol.XI.No.SO, 

P,397, June 26,1959. » » » 

(Decmber 1958, 
,1959 


No, 74, P.598, December 9,2960, 

Bo. 
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Conclusion : 

Almost all countries of the region are now operating under the 
guidance of a plan of seme sort to advance economic development, hut the 
suitability of the pl^s and the extent of implementation differ widely 
among than, Sme of them are still seeking political stability or 
fighting against inflation. In them the creation of favourable basic 
condition for economic development is perhaps more important than 
immediately embarking upon an ambitious development plan. Most 

63/ 

countries of the region have planned an invesbnent rate of about 15 per cent* 

With this Investment rate and adecyiate investment efficiency, they 

should be able to achieve a 5-6 per cent growth rate of national income 

and a 3 per cent growth rate of per capita income. This rate of income 

growth would also narrow the gap in living standards between developed 

sffid underdeveloped countries. Many countries have, however, not been able 

64/ 

to achieve this rate aie to bad weather and adverse terms of trade. 

The more fhndsmental problem has been to absorb effectively and 
efficiently this or a higher rate of Investment into the economy to 
gather momentum for a take-off, f 

The ability to invest can be changed by development efforts. 

Hence importance is attached to the strategy of development. The 
provision of economic and social infra-structure has greatly widened the 
horizon of investment in directly productive activities in the last 
decade, though there have been instances of wastage of public spending 
in these fields. Development in education and health has increased the 
absorptive capacity In many ways, but not all social welfare expenditures 
have been condicive to increased capacity to create wealth. In low 
income countries non-productive social expenditures should Indded be 
resisted by a Government which is eemmitted to providing a more or less 
permanent basis for a steady improvement in the level of living, 

Indacements have also been offered to private investment. 

S'CM Bulletin : Table no.2,P,5,Vol.XII, No. 3, December, 1961 
6^ Ibidi See table I. 



jSn Increase In absorptive capacity does not necessarily mean that 
all Investment gives a maxismm output. Overinvestment in certain sectors 
may result In idle capacity and create strains In other sectors of the 
economy* A balanced, development between infra-structure and directly 
prodfctctive activities and between agriculture and Industry in the public 
investment progrsames, taking into account the related economic activity, 
in the private sector recjilres attention from the planning authorities* 

A country may be able to achieve a take-off in economic gro\/th 
by boosting the absorptive capacity to realise a 15 per cent or higher 
rate of investment and by maintaining an adec^uate Investment efficiency 
for a number of years, but it does not mean that the take-off has to be 
entirely self-supported* in view of the low levels of saving, many 
underdeveloped countries of the region may not be able to attain the stage 
of a self-sustained growth within about SO years. During this critical 
period, a foreign aid generated take-off, which is to lead to a 
self-sustained growth, beccsnes a vital necessity* 

The attack on poverty in underdeveloped countries has become an 
inteiiiational concern ahd the bilk of external resources provided to the 
underdeveloped countries of the region have been public ftmds* The 
tendency for such fhnds is to increase and to be extended over a longer 
period* This tendency is to be appreciated, but it is necessary to 
integrate external assistance <^osely with national development plans. 
Forei^i assistance cgn be effectively used in countries, where the 
absorptive capacity Is sradbst substantial and paid back where the capacity 
to repay is considerable* The extent of the capacity to repay depends on 
two factors t Cne, the development efforts of aid receiving countries and 
second, the trade policy of aid giving countries regarding the exports of 
aid receiving countries. This policy should be liberalized* The gap 
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between the abso3?ptive capacity and the capacity to repay, as well 
as the need to iaprove the absorptive capacity have to be filled by 
grants, Bcxaestic savings efforts Hmst be vigorcfusly pursued so 
that eventaslly self-sustained economic growth may be achieved. That 
will be the permanent basis for a proper solution for raising the 
national and per capita income and for augmenting the living standards 
of the masses. 


a|C3|;)^:|c3{e%3|e)|e 



CHAPTER II 


Economic growth centres^ inter alia, largely on capital formation* 
The best know measurable indicator of economic growth in teitts of 
prodactive assets is the rate of capital accumulation. It is contended 
that growth necessarily implies a proportionate shift of resources from 
consumption to capital accumulation* To make more goods and services 
available in future, the proportion devoted to consumption is to be 
lowered so that capital accumulation may be formed. This need not 
necessarily imply lowering the absolute level of current consumption; 
indeed, economic growth may pennit seme rise in it even in the short run* 
But it does mean that the ratio of capital to natural resources, md of 
Capital to labour, must increase if per capita production and, ultimately, 
per capita * consumption, is to rise. Only in this way, can a stationary* 
or stagnant economy be transfoimed into a developing or dynamic econemy* 

In developed countries like the H.S.A* and Japan and In a few 
underdeveloped countries like Ceylon, capital foimation ranges frem 
10 to 20 per cent of national Income, while in most of the underdeveloped 
countries like Indonesia, India, and the Philippines the rate of capital 
foimation ranges from 6 to less than 10 per cent* Gross domestic 
savings in Pakistan In 1958-59 were roughly 7,5 per cent of the public 
and the private savings. The following table gives the trends in 
capital formation in some underdeveloped countries , 

H Three Year programme of Economic and SocisCL Development 

( 1959-60 to 1961-62); P*25, January 2, 1959; Manila-Philippines, 

2 / Government of Pakistan - outline of the Second Five Year Plan 
( 1960-65 ) j P.12, January I960. 
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The basic fingjicial problem of economic growth involves both 
the mobilisation of financial resources and the redirection and 
utilisation of these resources to uses that will contribute mostly to 
the achievement of the objectives of rising levels of production, 
onployment and incatne. The resources considered necessary for 
providing soci^ services to the growing population at a rising 
standard of living are raised mainly through the fiscal policy of the 
state. Public outlay is also needed for pub lie services and for 
providing facilities necessary for stimulating snd promoting the growth 
of private predictive activities. As Government competes with the 
private sector of the economy for the available resources, care need be 
taJeen so that whatever resources the public sector or the Government 
mobilises, would not reduce the resources that would otherwise be 
available to private enterprise for undertaking desirable productive 
activities. 

In order to meet their increasing flnanci^ responsibilities 
for economic and social services, for investment and current outlays 
in Government undertakings and financial assistance to the private 
sector, the Government have to play an active role in mobilising 
domestic savings. In most of the countries of the region public 
revenue from taxation and other sources accounts for only a sm^l part 
of the total national Inecrae, and it is essential that steps be tadsen 
to increase it substanti^ly. In the underdeveloped countries 
generally the ratio of central government tax revenue to gross 
national product is 10 per e^t as compared with 25 to 30 per cent 
or more in a number of economically advanced countries. 


^ Sconcmiic Development and Planning In Asia and Far East i 
U.N., ?ol, IX, fo.S, P.26, December, 1958. 
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( 1954 - 55 ) 


India Ceyion Buiaa Japai Canada U.K. TJ.S.A* 

7.6 17,7 15.0 16.3 17.3 31,0 20.7 

This low level of taxation in the region with the exception 
of centrally planned economy of China-Mainland is due in part to the 
low level of Incomes, hat also to the Institationail and adalnistrative 
difficulties in tax collection. If proper measures are taken, it should 
he possible to increase public revenues substantially without 
destroying private incentives* 

For a rapid econcraic growth, the Governments in underdeveloped 
countries cannot depend primarily on voluntary savings. The savings 
capacity of the lower income group people is low; while the upper 
income groups spend a large part on luxuries, ” The dilemma cannot he 
solved by exclusive reliance on private initiative,,,,.,. fortunately, 
it would he possible to render economic progress Independent of the 
voluntary decisions of Individu^s by financing investment out of 

y 

comaunaL or forced savings," 

In underdeveloped countries, social, values militate against 

savings, M«i act more in accordance with their socisd. valpces than on 

any cold calculation of profit or loss. They spend much on 3^ellery 

2 / 

and weddings, etc. Phrther, family obligations are ■not usually strong 

so that the need to save for old age is relatively slight, especially 

§/ Indian Economy since Independence; H.Tenkatasubbiahf P,257 ” 

y ‘Some TheoritiesO. problems of Post War Forei^ Invesunent Policy^ 
T.Balogh J Oxford Economic Papers ; Ho, 7, Pp,93, February-March 
1946, 

2f H.H,, Mobilisation of Domestic Capital : Pp,190 and 191 

Report and Documents of the First Working Party of Experts ,1952 
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In the ccamtryside wheire formal ownership or the formal tenancy 
agreement of the family plot will remain probably in the old man*s name* 
The scope of Snsur^ce cmpanies except among the gra<5feially growing 
westernized urban middle class is, therefore, limited. The Indastrial 
corporation, whose •undistributed profits are so important a part of the 
savings of all advanced econcmies, exist only on the fringe In 
underdeveloped societies, Tims,- the whole abnosphere in underde'veloped 
countries is not favourable to savings. The difficulty is not, however, 
only that people in underdeveloped countries are unwilling to save, 
it is also that they cannot. Most of these countries have a low level 
of national In came* 

In a d®aocratic society, Gcvemment as well as the private 
individaal have to share the responsibility of capital formation in an 
e<|aal measure. The only difference is that their means to ac<|iiire capital 
K assets are different. In most of the underdeveloped countries. 
Governments are providing an increasing share of their budgets "to 
expendi-tare on capital projects. Hence the proper financing of such 
expenditure holds the key to the success of capital formation in other 
sectors. 

In most of the underdeveloped countries in the private sector, 
Capital is formed first, by self-employed farmers and artisans owning 
their means of production and relying on their own labour and savings 
for the most pai't. This group forms the largest sector of productive 
agents In most underdeveloped countries. 

Capital is also formed by the entrepreneures in business, 
mininig^ plantations or Industry on the basis mainly of money borrowed 
from other peopl®. 3n this sector prediction takes place on a higher 
scgCLe with hired labour. This sector needs elaborate institutional and 
legal set up for mobilising the petty savings of millions of people and 
channelling them productive uses by a few enterprising persons. 
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In “underdeveloped countries, capital markets are not hlgliOLy 
org^ised. They' are not usually suited to the raising of large amounts 
of Capital for big industry. Only part of the wealth in these countries 
is located in the large cities. In rural areas and in provincial 
trading centres sources of capita have not yet been sufficiently tapped. 
Merchants and middleman who finance innumerable small manufactures in 
Asia are mostly located in small towns or villages. Hence peasantk 
and craf'tai^*s hoards which would not be available for shares in remote 
impersonal ventures, can be attracted for local enterprise, which is a 
part of their dally experience, Steall funds can also be accumulated to 
mutual advantage in local productive cooperatives, which provide capital 
^d work at the same time, 

XLble-C.tiyes, of Fiscal Policy 

Modem taxation has three broad objectives : First, 
historically comes the crude need to raise state revenue for the costs 
of ada inis t ration, war, and for the servicing of debt payments, which 
may spring mainly from war. 

Next, there cexaes the reslization that taxation of this 
regressive kind is most unfair. A tax should not so fall as to be a 
higher proportion of the poor raan*s income than of the rich. So, we 
ccxne to the modem aim of taxation as a deliberate democratic instrument 
for leveling the distribution of inccme and property. The success with 
which this has been achieved in well -governed parliamentary democracies 
has surely exceeded the most optimistic hope of the reforms of those 
days. Together with soei^ services, direct taxation on wealth has in 
practice been tx the chief means of achieving a more equal, a less class 
ridden, and a Jus ter society. 

Finally, the latest major aim of taxation Is to secure 
♦internal stability*, l,e,, so far as possible to maintain ihll 
employment without a steeply rising cost of living. With these three aims 
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in view, one should look h3?iefly at the main taxes on which the budgets 
of the underdeveloped countries depend. 

Fiscal policies exercise an important influence on methods 
of financing op^ to underdeveloped countries. Their objectives may he : 
either to counteract the inflationary pressure arising as a result of 
econcHiiic progress hy reducing overall effective demand; by reducing 
consumption and non-essential Investment, which competes with 
development programmes. This can be achieved by adopting a policy of 
differential rates of taxation. 

The primary econcmic objective of the fiscal policy of the 
government in the modem state is to secure a ’stable progressive economy* 
where, there is high and stable level of oaployment, a stable level of 
prices, and the rate of capital accummulation is sufficient to bring 
about a steady rise in the standards of living of the masses. The 
primary purpose of taxation in a growing economy is to restrict 
private spending to the point, where it no longer exceeds the amount, 
which given the claims of the state, can be made available. 

In the post Korean spurt most of the primary producing 
countries in the region Increased the export taxes ^d manipulated the 
exchange rates. This was done to siphon -off some of the windfall gains 
of the export sector and to impound a large anount of precious foreign 
exchange. 

Bole of Fiscal Policy in a Developing Beonomv 

The rate of econcmic growth depends on the proportion of a 
ccmmunity’s income devoted to savings and capital accumulation, 

CJcmiraunities , which succeed in devoting a high proportion of their Income 
to capital accumulation grow at a faster rate, while others with a lower 
savings coefficient grow at a slower pace. 

Fiscal policies can help the mobilisation of savings by 
counteracting inHatlonar:/ pressures and thus establishing more 
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faTOurable conditions for voluntary savings, by affecting propensity to 
consume and save through suitable tax adjustments and borroifing 
prograames by pruning non-essenti^ expenditure and by encouraging 
desirable Investment through a system of differential rates and tax 
ex^aptions. Taxation is perhaps the most effective way of mopping up 
surplus purchasing power. Under Inflationary conditions, therefore, 
it should be pressed to the highest safe limit. But as » all taxes 
may not be suitable, their selection should be careful and well 
thought off. 

Taxation plays an Important role In prcsaotlng Investment in 

underdeveloped countries by directing unproductive Investment into 

productive channels. If it is properly designed, so as not to 

adversely affect the economic welfare of the community, it can mop up 

a large part of the growing Income of the masses during the period of 

econcHnic development and those savings can be canalised for furthering 

the ecncanic development of the nations. 

In a highly developed economy like that of U.S,, high average 

income almost automatically generates a large flow of business and 

personal savings. There the role of fiscal policy is to minimise the 

Interference of taxation with the Incentives to absorb those savings in 

productive Invesbaent* Keeping in view the public expenditure policy, 

the tax policy is so designed as to minimise the fluctuations in the 

volume of capital formation ahd bring about stability In the economy 

2/ 

as a whole. 

In underdeveloped countries, taxation can have a more positive 

role In the process of capital formation and of technological change, 

1 / ‘ Taxation cannot help to control inflation in an economy which U 
not predominently monetary. In Scsuth last Asian countries, due to 
their agrarian character of the economy, a great portion of the 
rural transactions would be out side the scope of taxation. 

In the cities taxation of staple commodities ia much too blunt 
an instrument to control inflation, 

2 / Taxes and Fiscal Policy In underdeveloped countries : U,!f,,l954 
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because of the low lewis of income and sa'^ing which are the source of 
capital foOTation* In these countries the "Level of expenditure depends 
much more heavily on the ability of the tax syston to place the required 
revenues at the disposal of the Government. Underdeveloped countries 
are under no Illusion that they cm or should push their tax ratios 
of 10 to 15 per cent of national income to the to 40 per cent levels 
reached in such advanced countries as Austria, Belgium, France, Germany, 
IT.K., andU.S." 

Hence from the standpoint of econcaaio growth it is of great 
Importance to keep under constant study the trend of relationship 
between taxation and the national Inccane, Th© more the built-in 
capacity of a country’s tax system is capable of tolerating a rise in 
the rates of taxation both verticslly and horizontally the better is its 
efficiency for meeting both the public needs arising out of the 
increased national Inecme as well as for financing a continued increase 
of it. Below is given the percentage of tax receipts to national 
income in India since 1951-5B to 1960-61, 

Tax Structure 

Ia.tlQn fal .Ingcm.e., .anig 


1 Nation^ incoaeTTot^ of centr^'and”! Percentage of tax 
Year 5 in millions of { state tax receipts j receipts of Eational 

- - -1— mnees _.j_Jln^j!dllli5!r_oX._r^^ . 


1951-52 

99,700 

7,387 

7,4 

1952-63 

98,200 

6,778 

6.9 

1963-54 

1,04,800 

6,723 

6.4 

1964-55 

96,100 

7,204 

7.5 

1956-56 

99,800 

7,675 

7,7 

1956-57 

1,13,100 

8,917 

7,9 

1957-58 

1,13,900 

10,476 

9.2 

1958—69 

1,26,000 

10,898 

8.6 

1959-60 

1,28,400 

12,199 

9.6 

1960-61 

1,45,000 

12,911 

8.9 


20/ Ibid : P,6 
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It is clear from the aboire table that tax receipts iiave risen 

considerably in absolute terms during the last ten years, but as 

percentage of national income the tax receipts have increased to a 

smaller extent. The rate of growth is not satisfactory in absolute 

terms when viewed against the increasing role of foreign aid in the 

financing of India’s development in the first tw) plans. 

There is no consistency in the growth of tax receipts, gcrae 

years show spurts, while others show comparative stagnancy or even 

record actual falls. The years 195??-53 and 1953--54 show absolute falls 

in tax receipts cmpared with the years 1951-62, while four years show 

a fall in terms of the percentage of national inccmie taken by 

taxation. Thus the tax system in India is not showing an element of 

progression In terms of percentage of national income. The percentage 

rise is very essential to finance a growing economy successlVilly and 

impart to it an element of self-aceelaration. This has been so Inspite 

of the very substantial additions, which have been made to the number 

as well as the rates of taxes during the first ten years of planning. 

It is thus evident that the tax structure is not sufficiently 

mo<Silated to meet the needs of economic development. 

The target, which the planning cmmission has set for 

raising additional taxes to the tune of 15.1,710 crores ewi if attained 

would only mean raising the tax revenue to about 11 per cent of the 

nation^ Income, This surely csffinot be considered excessive, We may 

now refer to seme other underdeveloped countries in this respect. 

Out of the total cost of Is, 33 crores of the Five Year Plan of 

11 / 

Nep«kl, tax reirenue is to account for lfe,7,6 crores. 


11/ Government of l^epal - Draft Five Year Plan - a synopsis Kathman^ : 
P, 13, 1956, ilso see ’The Economy of Nepal* i Arlurb Y, Consing, 
I.M.F, Staff Papers, P.623? Yol.X,No.3, Nov«aber 1963. 
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Eropo.3?tion of the Kation; ,, ... ^ 


J !j Ls.fi^„, Yesr'^ lAtlon.al. la come S 


i Percentage of Taxes & 
■laxes_t^iMe.s_.i_.Bi.tle.s to.. I.atlQnaL. Jja_0£giie 


1959 

1960 

1961 

1962 

1963 

1964 


8,^eC 

757,51 

8,12 

9,611^0 

854,87 

8,89 

9 ,996 « 5 

845,27 

8,46 

10, ^1.6 

986,24 

9,50 

10, 766, S 

•1,065,00 

9,89 

11,151^5 

1,116,15 

10,00 


In Philippines, the hoik of the additional resources that 
will become available to the Government for financing public projects 
of the purely Government type is proposed to co« from Increased 
taxation. These additional tax revenues will raise the ratio'of 
Government revenues to gross nationgl product from 7,7. per cent *to , 
1957 to about 10 per c^t or an average Increase of about 1,0 per cent 
during the programme period. 


W 


Table Ho, 10 
Nation^ In coaie and Tax Hevenue. of Ceslrai 
( Millions of Bupees ) 


Year°° r~~liatTon f az ' He venu e¥ Tax Revenue as 

5 (B) 5 (A) 5 percentage of National 

JL s I ,tes.Qafi 


1947 

2288 

474,3 

20.7 

3949 

2873 

544.1 

18.9 

3951 

4422 

776,2 

18.0 

3953 

4352 

829.0 

19.0 

1964 

4531 

937,4 

20,6 

3955 

6122 

1026,6 

20,0 

1956 

4847 

1033.1 

21.3 

1957 

5067 

1035,0 

20.4 

3958 

5679 (c) 

1065,5 

18,7 

3969 

6012 (c) 

1124,7 

18.7 

I960 

6340 (c) 

1335,2 

21,0 


12/ The President’s Budget Message to the Fourth Congress of the 
Republic of Philippines - Five Year Fiscal Plan 1960-64 and 
Fiscal Year 1961 Budget - Manila 5 P.75, mex,G, I960 
13/ Three Year Prografimm® of Econcxaic acid Social Development 1959-o0 
to 1961-62 s PP.37,38 s January 2, J95^, Manila, Phainp toes. 

14/ ( A) Central Bank of Ceylon - Annual Report, 3960, Table No, 20 

f ■R^ ROAFE -Annual Report, 1958, P#176 
w Central Bank of Ceylon, Annual Report, I960, P.30, Table Ho,II.6 
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The tats structure of underdeveloped countries differs from 
that of advanced (xjuntries. In the former, indirect taxes contribute 
more to the total tax revenue, while direct taxes contribute a smaller 
amount to the total tax revenue In countries of the latter category. 

This is because of the fact that most of the countries of the region, 
leaving aside China Mainland where the Government relies more on the 
pro fits -of' the Government operated enterprises rather than on the t^ 
revenue, are countries whose exports consist of primary produce and 
whose imports consist mainly of consumer goods. Secondly, due to the 
glaring inecfialities in Income there are only a few persons who are 
Capable of paying the taxes and the bulk of the people remain outside the 
scope of taxation. Besides, the, agrarian nature of the economies 
leaves.l Jttle scope for raising more through direct tgiS^. Bejgw is 
given an account of direct and indirect taxes as percentages of total tax 


revenue in the countries of the region 


Country 


Table No. 11 

Direct and Indirec t Taxes as Percentage_-QX 
Revenue in the Region. 


15 / 

.featd. tax. 


ll i Direct I Indirect __ Taxes^ 

5 Year H Taxes J Chstoms s Other 

i I { ixtties i lajssa, 


SrltisM gomsQ 

1950~RB 

Neglig«it 

17 

83 

Brunei ' 

XSSXkIQK 

9 



North Borneo 

1951-aS 

9 

87 

4 

Sarawak 

1950-RS 

1 

92 

7 

Burma 

1950-51 

HE 13 

33 

54 

Canbodia 

1951- 

13 

71 

16 

Ceylon 

1950-51 

19 

71 

10 

China (Taiwan) 

1951 

33 

24 

43 

Hong Kong 

1949-50 

36 

-, 

64 

India 

1951-52 

28 

52 

20 

Indonesia 

1951 

15 

18 

67 

Laos 

1951 

17 

80 

5 

Japan 

1951 

59 

1 

40 

MSaya 

1951 

14 

80 

5 

Pakistan 

1951-52 

14 

64 

22 

Philippines 

1950-61 

22 

6 

72 

Singapore 

1951 

42 

■ - 

68 

Thailand 

1951 

5 

35 

60 


15/ U.N* .Mobilisation of Itomestic Capital s P,30, Sales No, s 
ilso see Appendix ’ A* Table No. 2 


1953,11, F,4 
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In Japan, in 1951, about 59 per cent of tlie tax revenue was 
raised through direct taxes. In other advanced countries ^so a 
considerable proportion of the tax revenue is raised through direct 
taxes ( see table Ho.II,Jppendix *A* ) 

There are a few underdeveloped countries of the region in 

whose fiscal systems itK^me taxes play a predoialnent part. Jscpafij • 

though not an underdeveloped country, is the only one which raises 

more than half of her tax revenue in this way. India comes next on 

the list. Nowhere in the region the Income tax has succeeded in 

Capturing more than 3 per cent of the annual national income. In 1960-51, 

the yield from inocnae tax as a proportion of the national Income was less 

than 2 per cent in India. In Burma, it was 1,3 per cent 5 in Ceylon, 

it was 3 per cent, while in Kuaa Malaya, Philippines, and Thailand, it 

was one per cent, 1,2 per cent, and 0,6 per c«it respectively. This is 

in contrast with the 10 to 15 per cent typical of more advanced countries, 

« In Burma, 1953, a man with wife and three children had to earn 

over 20 times the national per capita income before he paid any tax on 

income. In India (i960), the limit was 11 times the j^er capita income, 

while in Ceylon and Philippines, in 1953, the limit was 14 times. In 

Japai, it was 2.6 times, U.K., 106, U.S. 1.4, Austria 2® 1 . 0 , and 

22 / 

Canada, 1.9 in 1953. When the rates of income taxes of the various 
Countries are compared, we see that India* s rates of taxes relating t© 
the range of income from £ 2,000 ( Bs.26,666 ) to £ 10,000 (te. 1,33, 333) 
are higher thjp the corresponding rates in Ceylon, Philippines and 
Pakistsp, Indian rates approximate those of Burma and are substshti^ly 
lower than those in Japan. 

anb iiconomic iJeWopm‘^fl''"r“A,U.H''anso :P.7b 

17/ Ibid s P.76 
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economy and, finally that there is a gmeral lack of literacy, 

Indiah tak systea is notal>le for its Inasme tax s true tare, 


which is one of the most progressive in the wsrld as also for its 
progressive Expenditare, Gifts, and Wealth taxes a^d Estate Duty, . 
The income to which these taxes are applicable is primarily that in 
the organised sector of the economy-modem industry, cormaerce, and 
services - and it has been rising faster during this period than the 
nation^ income as a whole. Bat direct taxes are declining in their 
proportionate importance over a period of rising national Income, 



< Millions of Hapees ) 


. 1 First Flap S Second Flan I "Sea Years 1951-52 to 

0-61 


I Second Flan 




Tax ^ Percen- I Tax 1! Percen- I TaX * Percentage 

Category J BeceiJ tage of 5 Recei ! tage of s receipts! of total tax 

][ pts I total I pts ! total ! 5 receipts 

! 




It is clear from the table that ta;x:es on income and property 
have not Increased in Importance during the last ten years. Cm the 
other hand their comparative position has decaiined. aitM^_ it is only 
direct taxation that can have rates varying with the ranges on income 
and wealth and, therefere, contains a bail t-ln-el ©sent of elasticity that 
can show a progressive response in terms of tax receipts to increasing 
national income, 

Taxation is perhaps the most effective way of mopping up the 
surplus purchasing power under inflationary conditions, it should be 
pressed to the highest safe limit, tut as all taxes may not be e(|ially 
suitable, they should be carehilly selected. Direct taxation is 

increasing in importance in underdeveloped countries, tut the limit seems 

W I 

to have been almost reached in India and Pakistan, However, the | 

Government's of underdeveloped countries should be concerned with the 

potentialities of personal inccane taxation as a means of strengthening 

e(jiity and as an importmit source of revenue. As the economy of a 

country becomes diversified, the scope of its tax pattern must be so 

enlarged as to incSLude all business activities. Hence care must be 

taken to allow for a system which covers corporate as well ais 

non-corporate business. One of the most important and the greatest need 

of the time is to improve the actainistrative technl(jies of collecting taxes. 

There is a growing realisation that conditions within which 

the most modem, e<fiitable and flexible instrumocits of taxation thrive 

do m)t yet prevail in most of the underdeveloped countries, and that 

substantial modifications of the fiscal technii^aes prevailing in 

developed countries are necessary to be a^pted to the underdeveloped 

countries, 

JL2/ Mobilisation of Domestic Capital : R^ort and Documents for the 
First Working Party of Experts, U.N.,ECAFE I96g, P.66 
( Sales No. : 1953, II.F 2 ) ^o\ 
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A continuous and rapid growth of the money economy is the first 
prere<|aisite for the modernization of the tax systaa of underdeveloped 
countries. The subsistence fanner camot be satisfactorily mt reached 
by an income-tax, becspse a greater part of his real inccsme cannot be 
satisfactorily assessed, Jhrther, dae to widespread illiteracy, a 
madority of the people is unable to fill in the simplest income tax 
return. Keeping of proper accounting records honestly and reliably is 
mother prosaic Txit import^t condition for satisfactory income taxation. 
In most of the underdeveloped countries, a number of small businessmen 
and traders d) not keep accounts and even those who keep such records have 
faulty accounts. Vigorous tax a<ialnistration combined with widespread 
educational oompaign can do much to improve accounting standards, 

Aiother recfiirancnt for satisfactory Income taxation is a 
large degree of ‘voltmtary compliance on the part of the tax-payers. It 
is fairly dear that such spirit does not grow up overnight, A long 
period of popular ecbication and efficient and eqpiita-ble acbiinistration 
of these taxes that can actually be endorsed seems necessary to 
establish fiiatLy the habit of generd voltmtary acceptance of the 
fiscal responsibilities of citizenship. However, it should not be 
for^ttm that " taxation is itself an instrument of social change. It 
does not need to wait passively until restrictive and binding soeisl 
institutions are changed, but can itself help hasten the change. 

For example, a tax refoim which changes the relationship between 
landlords and tenants can be the beginning of an overall land reform. 
Effective progressive taxes also have significant distributive 
affects which will influence not only financial relationship, but the 
social structure as such," 

U,K, , Taxes And Fiscal Policy in Underdeveloped Countries, 

P,22, 1954, 




(53) 


In most of the underdeveloped countries of Asia leaving aside 
India ^d Pakistan, where owing to the developraent of the redistributive 
aim, direct taxes play a fairly important part, indirect taxes are very 
important and the amounts thus raised are still a large pieportion of 

the total tax revenue. It is bec^se they are the primary exporting 

. . 21/ 

countries and depend much on agrisilture or extractive industries. • 

However, Indirect taxation covers various tax means which differ greatly 

as to their applicability and effectiveness in these countries* 

A majority of the underdeveloped countries of Asia are raw 

material prodiclng coiintries and rely on export duties as a major 

source of Government revenue. Since the proceeds vary autcmatically 

with exports, export duties are potential ^au tomatic stablXisers of 

internal activity. The stabilisation effect is greater with ja 

ad- Valorem tax than with a specific tax, becspse the proceeds vary 

with the price as well as with the volume. However, the ability of 

the (jovemment to cope with the probleas of stabilisation as well as to 

promote economic development depends largely on the fiscal and mi^etary 

treatment of export price fluctuations. Where Governments have already 

instilaited export taxes, dlffer^mutial exdaange rates, or other devices 

bearing directly on commodity exports, a rise of export prices can be 

expected to bring automatic^ly an Increment in Go’s^mment revenue. 

This effect will be enhanced, if in addition the aeuthorities act promptly 

to raise the rates in question, or have forehandedly established a 

sliding scale of rates, " Malaya afiplied sliding scale tax to rab1:»r, 

which taxes an increasing proportion of the value of exports as their 

22/ 

prices rise. The jute export duty in India in aud after 1951 is another 
instance on the point. 

JSl/ See table 1, pag© 3 

2E/ Theory Practice Policy - lutemationaL Economics, Behiman and 
Schmidt. 
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l*ere Governments rely largely or ’v^lly on general taixation, 
the revenue affects of an export price boom are more uncertain 
depending on the diffusion of Income Increases through the economy and 
on the scope and effectiveness of the -whole neOrork of taxation. In 
an underdeveloped country, where increases In income are often 
concentrated and easily concealed, the progressive Income tax is limited 
in its effects, and those effects are belated* Stepped up excise taxes 
are more enforceable tut are xindesirable, regressive, and sometimes are 
perverse in extending the inflation they were designed to prevent. The 
Government’s ability "to utilise its incremental revenues for 
developmental projects is limited by the cyclical origin of these 
revenues. The outbreak of tdie Korean War brought fabulous export 
earnings to many a primary prodacing countries as a result of the 
feverish purchasing, partly by Governments for rearmament and 
stoclspiling and partly by private business in anticipation of fti-ture 
price increases. From the first half of 1950 through the first half 
of 2951, foreign exchange eamings of all prtoary proiiiclng nations 
rose by over 50 per cent. A number of Governments imposed additional 
taxes on exports to siphon off the increased income. But the hoc® Came 
and went so (fiicKLy and the Governments were slow to act that the taxes 
diverted only a small portion of the flood eamings into Government 
coffers, Malayan export duties seized only 8 per cent of -fehe increments 
in rubber and tin export eamings during -the boom, and Indonesia taxed 
away sums e<fiivalent only to 14 per cent of the increase in total 
eamings. 

Since consumption taxes often bear most heavily on the poor 
and middle classes who by virtue of their numbers do most of the 
spmadlng, variations in <»nsumption taxes can be an affective means of 


as' Ibid * P, 235 
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contirolling domestic expenditare. Moreo's'er, consramption taxes ha^se a 
selective featare, which Increases their usefulness x In discouraging 
luxurious expenditure and thus diverting investment to productive 
purposes. Besides, certain consumption taxes e.g, , a heavy excise 
dity on narcotics has social effects also. 

Revenue from s^es tax has considerahly Increased between 
1951-5^3 and 196(1-61 in India. In the field of central taxation, the 
revenues raised through customs are of uncertain nature. While the 
revalues raised through import duties have shown great fluctuation, the 
revenues through export duties have shown a considerable and steady 
dedline. 




2 &/ 


Tax RflYame fatsfed through Qis km s md S3cclsfi,.Datiifi.«5 

Ja laiULa .bjBtof.asa 3950.-5.1 k). JlSSgdgJL 

( Rupees in Crores ) 


19^51 1 
^ L 

lilsIsTT 

1 

1960-61 


1 196 2-6 3 
i!( Revised) 

t 196^64 

Jl XBudgetl^ 

Imports 

107.70 

127.98 

154.61 

198.22 

224,32 

306,64 

Exports 

47.36 

37,76 

13.12 

12.69 

9,33 

3.95 

TotdL of 
(^stoms 

155.06 

166.74 

167.73 

210,91 

233.65 

310,59 

Union Excise 
Duties 

67.54 

145.25 

416.35 

489,31 

553.69 

700.17 


In 1950-51, Import duties accounted forife.107.7 crores and rose 

to Bs.198,22 crores in 1961-62, and according to the 1963-64 budget, 

they are estimated to account for fe. 306.64 crores. In 1950-51, export 

duties accounted for Hs. 47. 35 crores and the corresponding figure for 

1963-64 budget is 1^.12.69 crores. Thus in future the revenue from 

customs may continue to dedlne with the substitution of domestic 

products for imports. CSontrary to this, excise duties have registered 

a phenomenal increase from lis.67.54 crores in 1950-51 to about 

2^ Report on <airrency and finance, 1962-63 statement 48, P,690 
Reserve Banic of India* 







Ife.489 crores to 1961-69 . The correspondtog figure for 1963-64 budget 
is Bs*700 crores* Therefore, to India> where the need of resources 
is so urgent apd vast ahd ± where obviously the scope for raising 
additional revenue from direct taxes is Itoited, reliance on todirect 
taxation is certainly not untostified* Jhrther, the necessity to Impose 
todirect taxes follows from the very structure of our economy* is a 
result of the preponderance of the agricultural sector low per capita 
tocome and a large unorganised sector with millions of self-enployed 
persons, the greater part of the national tocome to almost all the 
underdeveloped countries escapes direct taxation* Besides, a large 
mass of incomes to these countries to-day may be described as wage 
earner’s tooomes, a direct tax on which presents grave a<totoistrative 
problems* The only way to which this broad base can be used for 
taxation is to rely more on todirect consumption taxes. 

in Importgpt function of taxation In a developing economy is 
to ke^ down consumption to the limits set by the dlaims of Investment, 
Both direct and todirect taxes tend to redice asnsuiaption, the one by 
redictog the disposable tocome of the <x>nsumer, and the other by 
rediclng the (fiantity of goods offered to exchange for given consumption 
expenditure. But direct taxation curbs the consumption of only a small 
fraction of the masses* The great bulk of draaestic production is 
consumed by the non-income tax paying masses and the consumption of 
these overwh^ratog numbers can be influenced only through taxing 
consumer goods. 

Indirect taxation does not weaken incentive. It is more 
difficult to evade and easier to administer. It is a valuable 
tostiument of planning, because it can be used to discourage the 
consumption of pa^^ticulai' commodities* But if it is pitched too high, 
it cm set up a chain reaction of rising prices and wages. The main 
objection, however, is that given uneqfial distribution of tooomes, it 
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birdens the poor more them the rich. The yield of direct ta^ces, even 
if they become stiffer amd more diversified and even if avoidance and 
evasion are minimised, is not likely to be sufficiently large for the 
nation’s needs, Thus^; the exigency of raising resources for the third 
plan dearly retires a sufficiently wide base of taxation provided by 
indirect taxes* Indirect taxes have to be given an important place in 
the fiscal mechanism of an underdeveloped country in order to raaove 
the bad effects of direct taxation due to the prevdenee of high degree 
of skewness of income distribution. 


To check the regressive nature of indirect taxes, they should 
be so levied as to fall upon the relatively well to do d asses of people 
by taxing semi-luxury and luxury consumption steeply. 

Capital formation is the pre-recjiislte for economic development* 
But in an underdeveloped country, private cap ltd formation Is 
insufficient to bring about a desirable rate of economic growth. 
Therefore, compulsory saving is advocated. 

The underdeveloped countries can increase the proportion of 
their nationd income ta^en by taxation without unduly disturbing the 
economy and perhaps even with positive gains in the face of the 
» inflationary pressures* The taxes should be so levied as to tap ihnds 
that otherwise would have gone Into such channels as luxury consumption 
or socidly unprodictive investment, "The proceeds of the compulsory 
saving are not a net addition to the supply of eag)ltd. To regard them 
as such is to ignore the possible, and Indeed likely, reduction in 
private capital foimation vdiich results both from the transfer of 
finds and from the disincentive effects of taxation. The overt's tatement 
of the increase in the supply of capitd is highly probable and It is 
(jiite possible for compulsory saving to result in a reduction in total 


Tax Gatherer’s Dilemma : Dr, B.N.Gangull: p,25. 
The Illustrated Weekly of India; August 13, 1961 ’ 


invesliaent. Therefore, tajces should not be levied simply with the aM 
of displacing private prodactive investra^it ahd essentia eonsmptioE. 
This cah be possible through a carefiil en^iry into economic 
characteristics, social and cultaral institutions, and prevailing 
standards of tax adn In is t ration, 

Oompulsory saving may prove to be very productive when the 
fhnds are used for the provision of basic communications, education pr 
agricultural extension work. 

In a developing ecsonomy, for securing economic stability, first, 
such taxes should be chosen, which may yield the maximum possible 
revenue. Second, tax should Impinge just where inflationary pressure 
is arising so that it can be kept under control. Fiscal policies are 
expected to promote economic stability by counteracting and controlling 
.inflationary pressures arising from econcmaie growth. Indeed, even the 
most Carefully planned and prudent development prograpuaes have ’ 
inflationary concomitants. Fiscal policy should be, therefore, so 
designed as to reduce overall effective demand, establish conditions 
in which anti-inflationary methods of financing, especially voluntary 
savings as well as foreign capital may be employed. Finally, taxes 
should be such, v^ich may aid and stimulate the developmait programmes. 
They should not be a hlnderance In the process of economic growth. They 
should be geared in such wise that they encourage people to invest. 

In underdeveloped countries, the tax policy should be so 
adjusted as to set free productive resources for investment in the 
private sector. Its main aim should not be to bring about an ecfial 
distritutlon of wealth. If this will be the main aim of tax policy 
then a large part of the community* s income will go in consumption 
rather thgp in prediction and the policy shall be a self-defeati®;^ one. 


2§/ Sooncmic inal'fsls and Policy in Underdev^oped Countries s 
P.T.B^ier s P.118, 1957 
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As the incomes of the lo^er strata of the society are very lov, their 
propensity to consume is very high, therefore, a slight rise In their 
income wuld lead to a greater consumption and very little would be left 
for saving. On the other hand, taication rednces the income of the higher 
strata of the society and thus recfcices their capacity to save. Therefore, 
in an underdeveloped country the income of the poor should be raised by 
increasing their productive power, 

Ibluntary Savings 

In underdeveloped countries there are substantial amounts of 
sterile coital hoarded away from utilisation in the production of goods 
afid services. Gold hoarding and investaent in jewellery and land in 
South afid South Bast Asia are deep rooted habits of all sections of the 
population, me to the nature of the hoarding, it is difficult to assess 
the potential financial contribution of the people to the needs of 
current national production. This wealth can be of considerable 
importance in the developaent financing and the probL® of raising 
resources for development financing could be eased to a great extent, if 
these ttoardings are mobilised. But it should not be forgotten that a 
long tern developaent progratmae has to rely on large recurrent 
contributions from current inccaae. Since savings dep^d on income, 
and Income being low in these countries, the proportion of voluntary 
savings to totsl financial need of the Governments is very low, except 
in India* In the First Five Year Plan of India, voluntary savings 
accounted for Hs,509 crores of about 26 per cent of the total plsaa public 
expenditure of Hs. I960 crores. mring the Second Plan of India, 
valuntary savings accounted for about 26 per cent of the plan expenditure, 
while during the Third Five Year Plan, they are expected to account for 
ls.1,400 crores or 19,3 per cent of the total plan public expenditure of 
Bs, 7,500 crores, SlMall savings are to account for lfe.850 crores, while 
loans from the public are to account for lfe,550 crores, Thus^^ the targets 
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set for the Third Plan are^^j^teigS higher jtn absolute teias than those 
of the Second Plan, but when seen as percentage of the total public plan 
expenditure, they are much lower. Therefore, vigorous efforts shall 
have to be made to raise more resources through voluntary savings. 

It is suggested in the Second Five Year Plan of Paikistan that 
Bs, 1,600 millions should be raised through public borrowings during the 
Plan period. The Government should seek to obtain as much of the 
public loans as possible from non-bank investors, i.e, private Inve’stors, 
insurance companies ^d savings institutions. The balance should be 
raised primarily from commercial banks and only in the last resort from 

m/ 

the State B^k, 

In the First Five Year Plan- of Nepal, voluntary savings 

accounted for Bs,2,6 crores or 8 per cent of the total plan expenditure 
28/ 

of Bs, 33 crores. 
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Recelnts. through Net Domestic Borrowing Government bv CeYlon 


( In Millions of Rupees ) 


Year 

ITot^ 

1 Receipts 

5 

\ 

J 

((Net INet Adsi- £ Total 

^market Ijnistrativell Domestic 
SborTOW- fiBorrowing 5 Borrowing 
■ling i 1 ^ . 

|3or rowing as 

^percentage of 
Utotal receipts 

5 

1947-48 

592,9 

33,8 

-2.1 

31,7 

6.3 

1950-51 

968.5 

80.2 

42.1 

122.3 

12.6 

1953-54 

1,021,2 

-94,0 

-9.0 

-103.0 

«» 

1956.57 

1,506,0 

166,3 

5.6 

171.8 

11.3 

1959-GO 

1,862.4 

327.6 

€8.9 

396.5 

21.3 

1960-61 

2,004,7 

406,5 

35,5 

442.1 

22,0 

1961-62 

2,098, 3 

336.0 

104.5 

440# S 

21.0 

2962-63 
(P 2 ^ visional) 

2,007,0 

331.6 

-27,9 

303.6 

15.1 

1963-64 

(original 

estimates) 

2,255.2 

227.8 

25.0 

252,8 

11.2 


^ Outline of the Second Five Year Plan of Pakistan, 1960-65, 
P, 22. J apu ary, 1960 

^ Draft Five Year Plan a Synopsis, Government of Nepal, 
P,13, Kathman^,19S6. 

2 ^ Central Bank of Ceylon Annual Report for the year 1963, 
Table No,5K) 
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The a'bo'V'e table shows that the position of "vol'antary sawings 
has not been satisfactory In Ceylon also. Revenue raised by way of net 
domes tic borrowing has fluctuated between Bs. -103.0 million in 1953-64 
and !fe. 406. 5 million in 1960-61. 



( Million Peos ) 


Source 

5 

I960 

Hi 


1 

1 1962 

1 

^ 1961-62 

L 

Total revenue 


430,6 


433.4 

435,0 

1,299.0 

Public Borrowing 


70.0 


80.0 

90,0 

240.0 

Percentage of Public 

16.2 


18 « 4 

20.6 

18.4 

Borrowing to total 

revenue 






M/ 

BlMIc. Bnrmwtng ,,aa.d .2b.1?.al MYeans ,ln.,£hillppifl.^a, Mig£.m 


( Million Pesos ) 


Source 


I1955^T^956 1i 9S7 I 1958 I 1959 “ll960 1^1 T Tot^ 

Uctualll Esti-5 II g J if I 1957-61 

I iL_ L i -J 1 


Totd. 847 

laqpenditure 
Public 78 

Borrowing 
Other Bond 
Issues 

Other Public 72 

Borrowing 

Tots! 160 

Borrowing 

Percentage of 

Borrowing to 17.7 

total 


1,039 

1,909 

1,285 

1,366 

1,453 

1,545 

6,858 

140 

94 

101 

102 

115 

127 

53© 

- 

19 

19 

19 

19 

19 

96 

48 

6 

6 

6 

6 

6 

30 

188 

119 

126 

127 

140 

152 

664 

i8.e 

9.8 

9.8 

9.4 

9,6 

9.8 

9,6 


expenditure 


m Philippines, the total internal borrowings accounted for only 
9.6 per cent of the tot^ Five Year Plan ex5)enditure of Pesos 6,868 


million between 1957-^1 


m/ 


%ree i^ear Programme of Eco and Social Development^^ 1959-60 

to 1961-62* P.37, National Economic Council, January 2,1959, 

Manii a, Philippines* 

The Five Year Booncaaic & Social Dev^opment prograame, 1957-61, 
P*72,J anuary 3, 1957^ anil a Philippines. 
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Though public finance plays a very important role in mobilising 
(fcmestic csgpital in underdeveloped countries, the importance of 
voluntary savings should not he neglected. Economic growth depends on 
the level of investment, which in turn depends on the rate of savings, 
iSie larger the rate of investment, the greater is the rate of economic 
growth. Under free enterprise the rate of saving is maiuly determined 
hy the dicisions of the individuals^ as to how they allocate their . 

Income betwe^ consumption today ahd savings for the fhture, But^i^ now 
the state has attained the right ahd assumed the duty of making ajad 
implementing on behalf of the community the most fUndan^tal of 
economic choices ^viz, , the distribution of productive resources for 
determining the rate of growth of the community* s real capital. 

The significance of savings varies greatly depending on the 
circuflPstances of the economy In (fiestion. In an underdeveloped 
area xidiere the rate of saving is low and capital scarce, the provision 
of additional savings may well be essential a if development is to 
proceed. In underdeveloped countries, apart from the willingness of 
private persons to make Invesbients, if they could find the finance, 
Governments are overwhelmed with projects for spending on roads, water 
supplies, flood control, irrigation, electric power, factories, schools, 
houses and hospitals etc, ,.\}^iat restraints this Investment is not the 
lack of demand, but simply iSie lack of saving to flnapce it. In these 
countries, it would be possible for decades to maintain fmitfhl 
progrttmes of public Investment of say 12 per cent net of national 
income, but the people are willing to save only 4 or 5 per cent. 

Measures to increase such savings lie In the direction of^lnstilaitlon^^ ^ 
of propaganda, an^ of financial Inc^tives. There is a whole raaige of 
savings institutions that can be developed. The amount of savings 
depoads on how widespread these facilities are. Saving is a habit 
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which is no doubt guided by the psychology of the person, tut the 
propensity to save can be increased by making the psychology more 
favourable to savings through propaganda. In the post-war 
period most of the (k)vemments in the region have taken various steps 
to encourage voluntary savings. 

_lb.ia.s of Voluntary Savings 

■The modes of stlmtilatlng voluntary savings vary fipm community 
to community. In Singapore, the post office savings bank started 
operations as a separate entity In January 1949. At the fi end of 1951, 
there were 10,351 depositors, an Incre^e of 27.4 per cent over 1950. 
The total aaount deposited in 1951 was M.jS 35. 3 million, which compared 
with M,;S 28, 3 million In 1960, The Government initiated an Intensive 
savings compaign on 21st Jua.y,1961. Other measures adopted to 
encourage savings included the introduction of mobile vans for 
providing savings facilities in the rural areas. In Buima, voluntary 
savings amounted to Es,79*4 million at the end of December 1951, 

Cfompared to Bs.44,6 million as at the end of 1948, the rate of increase 
in recQit years is rather high. Of course, as a * percentage of 
national income it is very low, 13ae Increase of annual average 
voluntary institutional savings, if compared to gross national product, 
which is estimated atj2.949 million for the year 1950, corresponds to 
only 0,4 per cent. Private savings are extraaely small if compared to 
figures of public savings. In Thailand, the total of time deposits of 
banks and savings bank deposits increased at the annual rate of 
10 per cent both In 1950 aPd 1951, This increase corresponds to only 
0,2 per cent of gross national product. The demand deposits of banks 
increased by a much faster rate. In 1950, the rate of Increase in 
d€ttisud deposits was 41 per cent, while in 1951, it was 27 per cent. 

^ Ibid; P.229 " ■' ‘ ' 

U.N. Mobilisation of Domestic Capital t P.51, Sales No. 1953,11. F, 4 
jBS/ Ibid s P,54 
2^ Ibid s P.56 
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The following table shows the growth in small savings In India 

M/ 

from 1950-51 onwards 


...I 1^0 t X? 


Tear 

1 

i 

1 

5 

Mount in 
Crores of 
Rupees 

1 Tear 1 

1 1 

. L ^ _ A . 

Mount in Crores 
of rupees 

1950-51 


33.52 

1959-60 

82.91 

1955-56 


66,51 

1960-61 

103.77 

1956-57 


58.95 

1961-62 

87.75 

1957-58 


69.46 

1962-63 ( R) 

85.00 

1958-59 


78.21 

1963-64 (B) 

105.00 


TsbliS. Ifo.ii IS 


Liabll JLtifts. of Snh&Ailftd and HnmrSfihftdiil ed BanKa. in India 


W 




”1! 

T 


1 

H 



1951-52 1! 1955-56 

1 

1960-61 

51961-62 

5 

1962-63 



5 

11 


1 -- - 

li 


Baslness in India 




962 

1024 


1062 

Time Liabilities 

238 

356 



Demand Liabilities 

435 

503 


724 

795 


879 

■Sa.£^lai-lan.^ 

Bn,s,iRgs^ in.-Mdla 





148 


159 

Time Liabilities 

43 

59 


131 


Demand Liabilities 

132 

132 


116 

119 


122 

AIl.,Sgtedal$d...lJiks 

Business in India. 




1074 

1173 


1222 

Time Liabilities 

281 

415 



Derasnd Liabilities 

567 

635 


841 

915 


1002 

HonaaSchfiflil ed Bank 




35 

31 


27 

Time Liabilities 

26 

42 



Demand Liabilities 

13 

23 


13 

13 


9 

state CWnperative B;^ 
Maintaining Acnounts with 








■the aaaagYft .I? flink nf iadia 




37 

36 


41 

Time liabilities 

10 

16 



Demand Liabilities 

10 

12 


25 

.29 


30 


37/ Prepared from stat^ent 50, innnal Report; on airrency and 
Pinsffice, Reserve Bank of India, 1962-0 3, Statwient 50, P.S94 

38/ Prepared frtaa Reserve Bank of India Billetln, Pebmary 1964 
PP. 190,192,194 and 198 
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The above table shows that tSie aggregate deposits of all 
Scheduled bajaks in India rose from l!,848 ciores in 1951-52 to ls.2,224 
crores in 1962-63, This indicates a developing habit of savings aaongst 
the people, India thus has a comparatively well -developed financial 
market. The different techni(jies of borrowing resorted to in some of the 
highly developed countries are being utilised here. The CJovemment is 
trying to devise a diversity of securities to suit the preferences of 
different classes of investors with respect to denominations, maturity 
and yield. 

The contribution of non-bank Investors to public loans in 

Pakistan has been small except to the case of two loans floated to 

July 1959, This contribution was only 16 per cent of the outstanding 

public debt of Bs,2,6^ million on 30th June, 1959, However, the two 

loais floated in July 1959, met with a better responsej the non bank 

contrilxition being Ils,95 E}iliion or 26 per cent out of a total 

subscription of fe, 372 million. This resulted from a c<»nbinatlon of 

several factors, including a higher interest rate on public loans, excess 

li<|iidity to the market, and increased confidence in the Government, 

If a determined effort is made, it may be possible to raise as much as 

Bs.SOO million of subscription to public loans from non-bank investors. 

In Pakistan, from the end of 1949 to the end of 1951, time 

deposits outstanding with banks Increased from 206 million to 

as, 282 million. During the saiae period post office savings, including 

certificates, increased by as, 44 million and the outstanding paid up 

capital of joint stock companies increased from p:,131 million t© 

1b. 242 million. The annual increase of institutional savings is roughly 

40/ 

estimated at about 0,5 per cmt of national in<^me. The Government of 

Pakistan also operates a sfl«ai savings scheme In the form of 12 year 

11/ 

National Savings Certificates and six year defence saving certificates, 
3^/ ' bii'tt Ine n f“ the Se'cnii an (1960-65 ) Government of 
Pakistan, P.22, January 1960, 

40/ U.N.Mobilisation of Domestic Capital • P, 66, Sales No.l953,II.F,4 
12/ Mobilisation of D»estic Capital? U.N. ,P,68, -1962, Sales No. 1963 
II. F. 2 
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In Ceylon, for the last decad® the savings hohit In the general 

public is becoming more and more widespread. The deposits In the 

Post Office Savings Bank, which accounted for Is.lOS.S million in 1946 

have ris«i to !fe.3S2,3 million in 1962, The provision^ figures put 

for the year 1963 are Ss, 368,5 million. The deposits In the Ceylon 

savings bank and the comaercial banks stood at Bs, 75,4 million, and 

I?s,426.4 million respectively in 1962 contrary to lte.60,9 million and « 

Es,6i,0 million in 1946, However, savings certificates have not proved 

suecessitil and the ffiount thus raised is much too small* In 1948 it 

accounted for Rs, 33, 2 million. Thereafter, it came down to ls,24,8 million 

in 1955, In 1962, it has again risen to as, 32.9 million. Therefore, 

hectic efforts shall have to be made to make these schemes more popular in 

12/ 

order to mobilise more domestic resources in this way* 

In Philippines, deposit liabilities of other banks aggregated 

pesos 1 , 661.6 million at the end of December, 1959, This showed an 

expansion of Pesos 154.9 million or 10,3 per cent during the year 

outpacing the Pesos 133.4 million or 9,7 per cent growth registered during 

the preceding year. The main Increment occu:^d in the savings and time 

deposits of private entities, followed by the savings and time deposits 

of semi - Government entities. As a whole, total savings and time 

deposits reached a new height of Pesos 885.4 million, up by Pesos 

119*7 million or 15,6 per cent during the year 1959, while demand 

deposits accounted for Pesos 776,2 million, up by Pesos 35,2 million or 

4,8 per cent. The rates of increment In 1958 were 15,4 per cent and 

4,4, per aeat respectively. The public borrowing through the issuance 

of bonds shall tap a yearly average of Pesos 818 million from Government 

financial institutions, including the G.S.I.S,, S.S.S. , D.B.p., Private 

Financial Institutions, private individual, and other sources, 

4:2/ Central Bank of Ceylon Annual Report for the year 1963, Table 16 

See table III s8id I?, Appendix *A» 

^ !Kiree Year Programme of Scwnomic and Social Developm^t 

(1959-60 to 1^1-62) 5 Adopted by the National Economic Council 
P.S, January 2,1959 ,Manlla, Philippines. 
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ISie act of saving is afi Individsial, not a collective one. 

That is why individi^ savings, even when given the great«tt encouragemoit 
by public financial policy, are incapable of bringing the economic 
developaent to the take-off stage. The real Impediments in the way of 
mobilisation of rur^ savings are the gmergl ignorance, illiteracy and 
the conservatism of the rnral population and its conse<|i«nt lack of ^ 
bank mindedness. The over cautiousness of the postal anthopities and the 
harshness of the subordinate staff ^so act as a deter^ait. It is only 
when the dark ignorance of the rural masses is dispelled that sustained 
improvement in the situation may be expected. In the meantime effective 
publicity measures should be adopted to educate the rural population in 
banking habits. 

Savings drives must be directed towards people In the lower 
income groups and in the villages, who may be saving less than they 
might if glv®a better incentives and opportunities. Stress must be laid 

on the provision of pdbattas where small savers can deposit their money, 

£jn, 

security, aPd on the satisfaction of their almost invariable d^and 
for high li(jiidity. The effect of savings Institutions on the amount 
of savings mobilised depends on their number, working accessibility and 
the interest rates they pay. If the working of the savings Institutions 
is improved and somewhat higher rates of interest are allowed, savings 
will probably be stimulated. In this direction India has had some 
success and Ihere are reports of progress in Pakistan. 

A further success In the field of mobilisation of personal 
savings depends on an improvement in standards of honesty, competency 
and understanding aPong the mausses. 


45/ Public Enterprise and Econcmiic Development * A.H.Hanson s P.58 
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villager is interested.’’ 'Cooperative banhs can help considerably 
in mobilising mral savings provided the 3 ' are organised on efficient 
lines and enjoy the confidence of the mral population. Besides, 
savings can also be mobilised b^g organising and operating mobile 
savings vans in the under developed countries to pr<’^vide greater 
facilities for saving In the rural areas. This is being done in 


Singapore, 

Collective or cooperatix^e saving is another MstJ of mobilising 

saxuings. In tre,at Britain mo Israel, trade unions and other 

profess ion, a], orp.-misations have often used their considerable moral and 

economic standing to accumulate ftmds and invest them in x: nev economic 

and socio-economic ventures. This method of carrying out development 

projects has considerable chances of sixccess, because it is based on the 

unity ^d loyalty of the members, 's^ho frequently respond idiole heartedlj’’ 

to the appeal, ib-rther, it utilises the saving potent!, al of a large, 

The General Heport of th'- •Comm it tee of Directors 
ill India Bural Credit Survey, 1955, F.967 
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well organised association sfid directs it into specific chajonels of 
in vestnent,,,.. Impressive housing developaents, rural settlement 
projects, industrial enterprises and even health and eaucational 
Institutions have been created and financed with the framework of such 

IZ/ 

organisations* This method also be utilised In underdeveloped 
countries like India* 

Insurance Gomp;^.ies play a very minor role in mobilising . 
domestic savings In underdeveloped countries. Therefore, it is 
necessary to stimulate insurance bisiness so as to mobilise larger 
middle class savings, Thus^ compulsion may be exercised by a;Bking 
Government and semi-Govemment employees to get themselves Insured 
within certain prescribed limits* In the mean time post^ life 
insurance facilities be extended to a still wider area and even to the 
genera public, lUrther, to increase national savings a compulsory 
national provident fhnd scheme for persons employed In private 
Institutions should be fostered. Such ftinds would not only add to the 

t 

savings available for development but also provide sociaQ. security, 

** In Malaya, legislation had been passed making it ojmpulsory for all 
employees earning upto Malayan dollar 400 per month to contribute to 
the National Pi^vident 5hnd. It is estimated that when the scheme 
is ftilly established the flmd will obtain ten times as much as the 
savings deposits now held In Malaya* In Ceylon the proposed National 
Provident 5Und Scheme envisages a five per cent contribution each by 
the employee and the employer,” 

Developaent bonds or certificates are a noimal and 

desirable method of channelling private savings into the financing 

of the country's basic development. Ctompulsory savings among Government 

47/ Studies in Economic Develoi 2 Q<sit| Jlfred Bonne s P*212 
48/ Mobilisation of Domestic Capital t Heports and Documents of the 
First bfcrklng Party of Experts s TJ.N. ,1952,P,15( Sd.es No, 1953- 
II.F.2 ) 
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employees, with assurance of a reasonable return In Interest, can 
contribute significantly to the developaent fund gffid give to Government 
personnel a direct stake in the success of the Five Year Plan* Such 
savings must be preceded, however, by such salary increases as are 
necessary to fundamental security, dignity ahd efficiency In Gtevemment 
service. Greater emphasis should also be placed on Increased s^es of 
Government bonds to private individuals. It will take time, however, . 
before private individuals purchase Government bonds on a substantial 
sc^e. Even in India, which has the most developed capita market in 
this area, only a very small portion of the Government securities is held 
by private Individuals, In ThaHand, perhaps only a little more than 
" one per cent of the Govermient bonds is held by private individuals," 
SUrther, as the public is not used to buying Government bonds, 
great attention must be gitren to increasing savings aid time deposits 
with Various institutions, which In turn would be able to Invest their 
funds in Goveinment bonds. More brjpches of ecffimereial banks and postal 
savings banks should be opened in villages and cities, 

Tigorous educational campaign for savings should be carried out 

'JVl. ^ i- i>t 

with the help of the savings osBKKrdirtles including organisations of 

savings groups, holding of savings weeks, savings rallies ahd competitions 

etc. In Ceylon, " The Goveinment has been selling savings stamps since 

February 1940, which have been Increasin^y popular, especially among 

50/ 

school children and estate labourers. This method should also be 

resorted to in other underdeveloped countries with a view to create the 

habit of Savings among the stud^ts amd labourers. 

Most of the underdeveloped countries have rural overpopulation 

and thus the economies are characterised by chronic and la^'ge- scale under 

employment in agriculture. This state of " disguised unemployment Implies 

^ Ibid' : P.83, U.N. 19553 { S^es No.1953, F,2~ 

^ Ibid * P,61, tJ.N.1953 ( S^es Ho. 1953,II.F.4) 
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The inade<jiacy of capital and technical kiov-how has impeded 
the economic growth of most of the mi der developed countries. The 
shortage of csgiital for indiistrial said agricultural investment is an 
important drawback of underdeveloped countries. The less developed, 
countries, spurred by the rapidity of their politic^ advancement 
(Siring recent years consider it essential to achieve their economic 
growth at a faster pace, hut their resources do not permit the 
accumulation of earnings sufficient to finance a rate of economic 
growtti which may be considered satisfactory for raising the living 
standards of their masses. Some capital usually <k>es exist in the form 
of private savings, bit it is much too lnadec|aate in relation to the 
needs of their developing economies. Most of these countries lack an 
effective mechanism for diverting a large proportion of their meagre 
savings into probictive Investm^t. Many of them also suffer from 
inadecjiacy of initiative on the part of the industrial community - 
a disinclination to seek and to venture into new areas of activity, 
Anation*s economy, to be sound and stable, re<|iires the 
existence of a sound banking system. The organisation, operation, and 
maintenaeice of banking institutions, capable of providing adecjiate 
facilities and rendering efficient service to those In need of their 
assistance, constitute the very life blood of a country’s e<»nomy. For 
the healthy growth of private enterprise ^d progressive agriculture, 
a well-balsnced Industrialisation, an efficient transport system and 
for effective methods of distribution, the existence of banks, 
responsive to the needs of the economy is indispensable. The different 
types of capital, credit, and other financial services and facilities 
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needed by the agi*i<»ltaraX , industrial and commercial sectors, however, 
have rendered imperative the division of banlting activities spad 
functions into specialised types of banking institations, each one 
aiming at distinct objectives and at adopting policies and methods 
peculiar to its particular field or area of operations. Thus we 
have comiicertial banks, investment ^d mortgage banks, development 
banks, trust companies, lural banks and savings banks, etc. However, 
the success of these institutions depends on the environment and 
conditions in ^ich they function. 

One of the serious impediments in the way of the 
establishment of more private industrial plants in the underdeveloped 
countries is the lack of facilities for long-teim finance. Certain 
underdeveloped countries have fairly well-developed facilities for 
meeting short-term credit recjiirements of trade, but most of than 
lack Institutions for providing medium and long-term finance for 
industrial and agricultural developnent, laie absence of orgatfiised 
facilities for industrial finance is partly due to shortage of capital, 
but even more to a failure to develop an industrial type of capital 
market. The inability of the underdeveloped economies to provide 
long-term loans is a serious limitation both on the size ajud number 
of industrial projects which csei be undertaken in many countries. The 
availability of facilities of finance both for agriculture and industry 
would accelerate the rate of economic growth to an optimum level 
consistent with the needs of their rapidly growing population, 

Indistrisl loans pimvide a means for Government to 3B35 encourage 
projects of high economic priority without' the rigidity inherent in 
a system of controls. They also enable the Government to |i.av a vital 
part in the promotion of new projects while obtaining the advantages 
of private management. To help overopming these obstacles and in 
supplying the missing ingrediauts, development banks have been devised. 
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time of sowing a*i€ harvesting of citjps, Medlnm-tenn credit is re<|aired 
to imrchase cattle, modem ecjiipment ahd to make other improvements on 
the farm. Finally, long teim credit upto to 30 years is re<|iireG[ 
for bringing aboiit permanent improvements, for constmction of 
Im 11 dings, the enlargoaent of existing holdings or the ae<|iiisition 
of new farm lands. 

In underdeveloped countries unorgsnised money markets pl»ay 

a very important role in providing finance in the raral areas. These 

markets are much less homogenous than the organised markets and are 

generally scattered over the rur^ sector. There is very little 

contact between the lenders and the borrowers in different localities 

as a result of which they remain unaware of the rates at which the 

loans are transacted in other parts of the country. In the 

unorganised money markets, the borrowers are small agrioil tu ris ts , 

cottage industry workers, and a few retail shop keepers. In these 

markets, the suppliers of credit consist of a f®w financial 

institutions such as cooperatives, private and Government sponsored 

agriculture banks, indigmaous bankers, professione money lenders, 

2 / 

large traders, land lords and shop-keepers, relatives and friends. 

The interest rates In the unorganised money markets are g^iereiy 

high in relation both to those In the organised money markets and to 

those needed for rapid economic growth. " These high Interest rates 

are caused by a disproportionately large demand for loanable fUnds 

coupled with a g®ierally inelastic and limited supply of funds. 

2 / In Bins a "the" unor^'Siised money market was made up of petty 
money lenders and gold merchants who changed exorbitant rates 
of interest ( see p.2, of CentraiL Baking in South and last Asia t 
S.G.Davies i I960 ), In Ceylon, money lenders rates varied from 
10,6 per cent to 36,4 per c^t in 1951 and In Thailand, the 
interest rates in the unorganised money markets waried from 
3.6i per cent to 21,13 per cent ( see I.M.F.Staff Papers; 

P.99, ¥ol. VI, No.l, 1967 ) 


the 


iS o f ■ 

level of Inosme leaves little surplus for saving and for the accuraulatlm 

of Capital for self- financing of agricultural and handicrafts 

J/ 

p 2%) duct ion." 

Die to the exorbitant rates of Interest the deadweight 
agricultursl Indebtedness is widespread amongst the south East 
Asian countries. As a result of this, the cultivators are left with 
no alternative other than to sell their crop to traders at low 
prices which do not have ®iough margin for the cultivators. Besides, 
this (jiickens the pace of alienation of land fro® agriculturists to 
money lenders and increases agrarian unrest and finally^ it leads to 
slowing down of economic progress. 
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In a majority of the Asian countries leaving aside Ceylon 
and Japan, most of the credit to the agricultaral sector is provided 
hy the non-instilaitional sectors* In India, in 1961-62, only about 
7 per coat of the agricultural credit caiae from the institutional 
sector, while the non- institutional sources provided about 93 per cent 
of the agricultural credit. In Pakistan and Thailand also, only 
16 per cent credit was provided by the institutional sector, \Aile, 

84 per cent of the credit needs were met by the non- institutional 
sources. Contrary to this, in Japan andtJ.S. 49 per cent seid 58 per cent 
of the credit needs of the agricultural sector were flilfilled by the 
instHutlonal sources In the year 1950 and 1958 respectively. The 
rest of the credit needs of the agrieiltural sector were met by the 
non-institutional sources. 

Thus the fact that unorganised money markets cater mainly 
to the financial needs of the agricultural sector, which is of 
greater importance in an underdeveloped country than in a developed 
country, justifies the conclusion that the relative Importance of the 
unorganised money market is probably much greater In the underdeveloped 
countries than in the developed countries. 

The main disadvantages of non-lnstitutional credit are 
high rates of interest to the borrower, exploitation of borrowers in 
the Interest of the lender in various ways, costly credit, prodhction 
at high costs and at an inadequate level and sta^snt economic growth. 

It is, therefore, necessary that non-lnstltutionsiL credit should be 
replaced by institutional credit. 

Supply of Institutional Credit 

Commercii^ bgffiks provide negligible finance to the rural 
sector firstly, becapse the banking system in underdeveloped 
countries is rudimentary and mostly the ccmimereial banks are 
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concentrated In urban areas, ”Out of the 20 commercial banks 
existing in 194S in Burma, 18 were foreign banks, with head offices 
abroad, whose main business was to proride short term foreign trade 
finance and seasonal finance of rice production,” Ixi Viet-Nsp, 

” there are only ten private commercisl b^ks in the country, and of 
these, eight are fore^^ banks whose activities are confined to 
foreign trade finance,” Secondly, the borrox^ers fall to satisfy -- 
minimum stsfidards of creditworthiness laid &)V/n by the commercial 
banks, Beloiw is given the extent of the commercial bank credit to 

W 

the agricultural sector in a few Asian countries, 

JaKle 1^0, SI 
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§/ Caitral Banking in South and East Asia : S.G. Davies, P, 2, (I960) 
2/ Ibid,P,l86 

S/ Interest Bates outside the Organised Money Markets of 

Underdeveloped Ctountries s TJ,i\in ¥ai; , Staff Papers 

Vol.VI, lo.l, lovember 1957, P,129 
♦ Trend and Pmgress of Banking in India t 1951- statemoit 30, 
1955, statement 18, 1960, statement 24, 1961, statement 14 
@ Calculated from TaW.® No*ll, P-5, P,78, CentrsiL Bgfik of Ceylon, 
Annual Beport for the year 1962, 



firing the recent past the cooperati'^e movement has almost 

been fiimly established and is gaining strength in Asia. It began 

as early as 1904 in India and Sanaa, In 1912 in Ceylon, and in 1916 

in Thailand. In Indonesia ^d Philippines, it was established much 

later and is generally less important there than in other Asian 

countries. In Incbnesia, cooperative societies are not important 

because of the larger role played by the Government operated pawnshops 

and the village ban^s. In Philippines, defects in the system at in 

land tenure were grave obstacles to the development of agricultural 

credit in general ahd to the establishment of cooperative movaaent 

2 / 

in particular. 

Ceylon and India possess a well -developed and vigorous 

cooperative movement. It famishes leadership and ^idance in the 

solution of many agrarian pmbleas, such as effective utilisation of 

the existing resources and In the Introduction of improved methods of 

cultivation. It performs m important educative role, both in the 

training of local leaders and in cjiickenlng the awar^ess of the 

peasant to the opportunities that are open to him. Cooperatives also 

2£i/ 

provide a large share of agricultural credit on reasonable terms. 

In Burma, cooperative societies advance loans for short 

periods at 12 per cent rate of Interest. In Cambodia, they provide 

short-term loans upto 18 months and cover one-third value of the 

harvest, medium-term loans upto eight years and cover one-third of 

Value of the real estate and long-term loans for a period of 15 years. 

The rates of interest charged on short-term loans are 12 per cent, 

on medium-term loans 8 per cent and 4 per cent on long-term loans. 

2/ Interest Hates outside the Organised Money Markets of 

Underdeveloped Countries; U.!Rm,¥ai, I.H.F, Staff Papers t 
Vbl. in, Bo.l, 1957, P.90 

10/ The Economic Development of Ceylon s I.B.R. D. , Washington 
D. C. 1952, P.58, Also see Pp, 13,14, Annual Report, 1963, 

Central Bank of Ceylon, 
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In India and Ceylon, cooperatives Tisua^-ly provide only short-tem 

loans. Their rate of borrowing varies between 3 per cent an^S 

6 per cent. In India, the lending rate of the societies varies 

between 6 per cent and 12 per cent, while In Ceylon it varies between 

9 per cant and 12 per cent. In Indonesia, the borrowing rate varies 

between 6 per cent and 12 per cent, while the lending rate is 

20 per cent. Bit the net lending rate is only 12 per cent, because. 

8 per cent is forced saving. In Philippines, cooperatives advance 

short and medinm tera loans at 8 per cent rate of interest, while 

5 per cent is their borrowing rate. In Thallshd, cooperative societies 

give short and meditua tern loans at 9 to 10 per cent rate of interest, 

while long“tei!a loans upto 15 yeans are given at 6 per cmt. Their 

borixjwing rate varies between 4 to 6 per cent, Cboperatives In 

Viet-Naa give cihp loans from 12 to 18 months, medium- tern loans 

from 2 to 8 years, and long-term loans npto 15 years at 10 per c^t, 

11/ 

8 per cent and 6 per c©it rate of interest xap respectively. Thus 
the above analysis is an indication of the fact that there is much 
difference between the borrowing rate and the lending rate of the 
societies* 


Ia^e.lQ»,.22 


22J 


In,di^. Stats.. bs,.tw.sga 


Year ” §1951-52 Il955-56fl957-68ll959-6c1l960-6ill96il62ll96il.6ir3ist 

? § § S § 5 5 ?Jan. 

I I - - I - - ...-1 - - -.-8 1 I Iigii-- 

AaoTint of 17,58 25,35 51,19 97,17 62,08 160,97 182,90 199,46 

Credit in 
laWis of 
Ranees 


11/ Interest Rates outside the Organised Money Markets of 

Underdeveloped Countries : U.TUnwai; I.M.F. Staff Papers, 
Yol.YI, No.l, November 1957, PP.134, 135* 


12/ Reserve Bank of India Bulletin; P.199 , February 1964* 


( Thousancl of Pesos ) 


l^otaX T Citop I Faia laiprove-IComriiodi^t^^^ 11 Other 

£fiX.3^,4..ImQTOt.,.l Lo-ras I iasn,t,..Lioaas iilnrgis iLoms L LQ .ai as . 


1953 

2,789 

2,173 

467 

41 

108 


1954 

15,720 

8,920 

4,266 

1,342 

1,192 


1955 

40,528 

16,532 

7,020 

7,669 

6,817 

2,490 

1956 

44,491 

13,459 

6,063 

11,725 

9,996 

3,248 

1957 

48,847 

7,458 

2,634 

6,004 

5,489 

27,262 

1958 

23,905 

4,267 

«,327 

9,994 

849 

8,467 


In Ceylon, Inspite of the rapid growth within the past 

decade the Island is still not covered ade(|iately especially by 

2 ^ 

credit cooperatives and by mariceting and production societies. In 
Ceylon, ’♦where the cooperative movement supplied 7 per cent of totgl 

rural credit in 1951 after 43 years of activity, the 

movement can be said to have touched the bare fringe of the whole 
problem,, ,,, .Our credit societies are making much headway over short 
term loans, but adecjuats facilities for medium and long tena loans 

2S/ 

are a crying need,** In other countries, such as Thailand, 

dissatisfaction has often be^ expressed that the cooperative 

movement, though useful as a means of channelling Government funds 

to the agricultural sector has not been of importsice In the 

2 §/ 

mobilisation of domestic capital. 

In Asia, Governments have been a source of finance for the 
cooperative movement^ In the early days of cooperation in Ceylon, 
cooperative credit societies were helped fln^ci^ly by loans from 
the local loans and Developaent PUnd financed by the Government, In 


C^tral Bank of Philiooines Statistical Bilietin s P.49, 
Table No.se, tol. X,No‘.4, December, 1958 
14/ The Economic Developaent of Ceylon; I.B.R.D,(1952) Pp,58,59, 
15/ Interest Rates outside the Organised Money Markets of 

Underdeveloped Countries t U,!Rinwai, I.M.F. Staff Papers, 
Vol. VI.No.l, November 1957, P.89 
Ibid : P.90 
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India, in 1947-48, Govemment loans made tip 1,61 per cent of the total 

working capital of the cooperative movement. The Bnr^ Indnstrial and 

Develoisaent jpthority in Malaya is one example of a (tovemasat 

sponsored financing institation lending to cooperative societies, 

another is the Agricultural Credit and In dis trial Cfco’oeration of 

22 / 

Ceylon, Generally, the Govemaaits have channelled most of their 
loans to agriculturists through cooperative societies or similar — 
associations. Burma is an exception to this. Here, ” direct loans 
fnam the Government have been much more important than loans granted 
thnjugh cooperative societies," 

M .q f- v, ^ ^ ^ ^ ^ ^ ^ ^ 4 .n ^ ^ .4 


During the last decade, to establish a closer link 

between the unorganised and organised money markets, the Governments 

in the underdeveloped countries have set up special, institutions. 

They include State Agricultural Bank of Burma, Office of Public 

Credit of Cambodia^ The State Mortgage Bank and jf^ricultural and 

Industrifil Credit Corporation of Ceylon, In Philippines, the 

Agricultural and the Rehabilitation Finance Corporation are the 

specialised ag^cies which extend credit to the rural sector. In 

India and Thailand, Government is the main source of providing 

institutional finance, while in Pakistan, besides Goverrment, 

Agricultural Developmatit Fin^ce Corporation is another institution, 

which provide finance to the organised rural sector. 

With a view to improve the lending machinery of GovernraQat 

and Central Bajak agencies as well as to increase the supply of 

Institutional credit to agriculture, the Reserve Sank of India Act 

was amended in 1956 to enable the Reserve Bank to establish (a) The 

* 17 / U,H,(>>operative' 'Thrift 'Credit an'd Marketing in Economically *" 
Underdeveloped Countries; F.A.O, ,(1969) ,P, 6 l 

23/ Interest Rates Outside the Organised Money Markets of 

Underdeveloped Countries; U.!lb Wai, Vbl,No.l, Bovonber 1957, 
P.93 


( Ih LaWhs of Rupees ) 


|-| 7( 4q) 


.JIliiiEIIMllIpii&iQri. 

•f- S 4" 00,1 "h 


Year 


!i4dirain-|0ut i* AdYaTi^ Out fGiit 

Sees Sstgfltil ces I stapd- Sstan £ 

I iSdlngl I ing idlng 5 

§ I I I I I 


ces 


^AdvanJ Out£AdWi80ut 
Ices fetajilces pstan 
I Hdr'jigl I ding 


1951-62 

1129 

781 

199 

196 

226 

489 

441 360 


m 

1966-56 

2380 

1298 

44 

39 

214 

1036 

1259 994 

41 

51 

1960-61 

14666 

8940 



393 

2979 

11541 7784 

429 

763 

1961-62 

19292 

1^0 



490 

3233 

15339 10099 

721 

1092 

1962-63 

22028 

13432 



671 

6039 

16631 11826 

358 

935 

J®.1964 

1680 

14054 



684 

134 

1446 12512 

— 

858 


In Ceylon, till the setting up of the Agricultural and 
Indus triia Credit Corporation of Ceylon in 1943, there were no 
organisations or credit institutions for supplying Institutional credit* 
Hence the corporation was set up for providing financial assistance 
for the development of new enterprises and for the reflnj=aicing of 


agricultural debt, «The Corporation may grant loans only on a primary 
mortgage of property the title to which should be acceptable to the 

2S/ 

Board of directors of the Corporations.” 

Loans grated by the Agriculture and Industrial Credit 
Corporation rose from Is, 4,6 million in 1958-59 to 1?,5.1 million 
in 1969-60, Losns for agriculture purposes rose by Ps.l*l million to 
27 He^serve B^k of Ihdia Bulletin, P, SO 3, Table Ho.12, FebTOary,!©^^^^^^ 
20/ TJ.H, ,Mobilisation of Dcmiestic Capl-te * P,124, Sens Ko, 1953-11, 4 
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fe*4.S million. Of the total lossis given by the CJorpo^ation in 
1947-48 , 90 per cent went to the agricultural sector, while 10 per cent 
went to the Industries. In the year 1950-51, loans given to the 
agricultural sector accounted for about 92 per cent^ while loans given 
to the industtial sector accounted for 8 per cent. In 1951-52, 
agricultural credit was 86,7 per cent of the tot^ loans of the 
corporation, * ^ 


21/ 

? r »n t ft n iTi '■/ il 1 ic2ia_£5_f_3asi 


Year 


llOiNS K)R AGRia^LKJHE I loa" 'iNIUSTHll;' 
H KT3PC:^:33 
I 


5 to t ai" 
loans 


ii-IOUR' 



1945-46 

3.15 

91,0 

0,19 

9.3 

3.34 

1949-50 

6,06 

92.3 

0.49 

7,7 

6,55 

195l«»5S 

8.29 

80,8 

1.95 

IS* 2 

10.^ 

1963-54 

5.21 

94,4 

0,30 

5,9 

5,51 

1966-67 

3.61 

90,0 

0.40 

10,0 

4.01 

1957^58 

3.21 

89.4 

0.37 

10,6 

3.59 

1958-59 

3.34 

75.7 

1.10 

24.3 

4.53 

1959-60 

4.47 

87.5 

0.63 

12.5 

5.11 

1960-61 

2.64 

82.5 

0.56 

17.5 

3.20 

1961-62 

2.02 

86.7 

0.31 

IS. 3 

2.34 

1962-63 

2.81 

81.6 

0.63 

18.4 

3.44 


Ih Ceylon the security that is easily available is land. 


But agricultural land is not the most desirable security for long tens 

loans. Therefore, ” Long tenn lending is somewhat hazardous, where 

the risks of lending cspnot be calculated even approximately, the 

22 / 

tendency on the part of a lender would be to adopt a cautious policy." 

The Agricultural Development Finance Corporation of Pakistan 

was set up in 1952 to provide financial assistance on a long teim basis 

and at reasonable rates of Interest to indlviftials and concerns who 

are in a position to fonaulate and work schemes for affecting 

improvement in agriculture. The important featore of the corporation 

21/ G®atr^ Bank of Ceylon, innual Henort 1963, Table No, 15. 

22 / D.N, Mobilisation of Dbaestic CapltaO. P.ISS; S^es No. 1953,11.4 
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is, that it was designed to grapt most of the loafis in kind and only 
to a restricted extent in cash. This is hoped to eliminate the chances 
of the loans being spent by the borrowers in wasteflil and unproductive 
fields. 

According to the Charter of the Corporation, it does not 
provide loans exceeding Bs.O.l million in the case of corporate bodies, 
including both in cash and kind. But to remove this rigidity and to- 
maintain some elasticity in regard to the smount given to the 
bornDwers, the Government has been empowered to use its discretion to 
relax this limit upto te.0.5 million in the case of individuals and 
Bs.2.5 million in the case of corporate bodies. In order that the 
corporation may assist even the smallest of the agriculturists, it 
has been authorised to grant loans not exceeding Bs.SOO to individuals 
only on the security of a bond with one surity. 

The authorised capital of the corporation is Bs.50 million 
of which not less than 51 per cent is to be contributed by the 
centra Government, The Corporation has also beoi authorised to 
borrow loans in foreign currency from the International Bank or from 
other sources. Phrther, to give more financial help to the 
agricultural sector, the Pakistan Government has created a number of 
special funds largely out of its ludget surpluses. The Agricultural 
Development Rind received ft;,50 million In 1952-53 from the budget 
surplus. 


22^ U.N. Mobil is at ion of Itemestic Capital, P.229, Sales No. 1953 
II.4 


W Ibid : P.27 
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Igricm tairal Loans Granted , T?y Elnarifllal . In . stlte,feion a 

ilL PMllpr.lnes , 1947 to 1958 

( Thousand Pesos ) 


Period 

i 

Tctal 

amount 

j; 

-J i.. 

1 Agriculture 

g 

^ . ip 

i! Percentage of totsl spiount 

i at 

1948 


95, §62 

9,999 

10.4 

1949 


1,03,522 

16,328 

15.7 

1950 


68,434 

15,143 

22.1 -- 

1961 


97,424 

13,525 

13.9 

1952 


1,71,769 

24,458 

14,2 

1953 


1,40,298 

28,550 

20.3 

1954 


1,47,525 

34,429 

33.3 

1965 


1,90,522 

66,213 

34,2 

1956 


3,05,216 

69,949 

22.3 

1957 


3,83,886 

74,665 

19.4 

1958 


3,15,876 

69,^7 

21.9 


.laKLg Jo ,.87 


Jf .r?, ,g>?i g ^ fy ^ 

Jalagzi’ ” 






2^ 

XJ3.^=^EL«^ 


( Thousand Pesos ) 


Year 

5 

il 

1 

U 

I 

¥ 

Loans given by Development Bank of 

Phil Ir, nines (s) 

g Agricultural 

J Credit and 

Total Loans 
granted 

5 Agricultural 
1 Loans 

5 

y 

1 Percentage of 1 Oooperatiire 

5 agricultural Financing 

{ loans to totdll Ada inis ttat ion 
)! loans 1 Tot;^ Loans 

} } granted 

1948 


90,885 

9,999 

11.0 


1949 


95,845 

16,328 

17,3 


1950 


53.837 

15,143 

28.1 


1961 


76,967 

13,525 

17.5 


1952 


1,43,976 

24,458 

16.9 


1953 


1,12,958 

25,761 

22.8 

2,789 

1954 


78,127 

18,709 

23.9 

16,720 

1965 


73,692 

24,685 

33.5 

40,628 

1956 


1,01,201 

25,246 

24.0 

AA AKl 

TUSTT A "HX/ X 

1957 


93,037 

25,761 

27.6 

48,S47 

1958 


49,930 

25,125 

60.0 

23,905 


The Development Bjnk of Philippines provides credit both for 


agriculture, industry and real estate. In 1950 , 28.1 per cent loans 
were given to the agricultural sector. In 1952, the agricultural 


25/ Coitral of Philippines Statistical Rilletin, P,4l5 Table 18, 

Tol»X,No»4, Dec®iber 1958. 

J2g/ Ibid : PP.43 and 49 

SX/ia.) Ponaerly knovn as Rehabilitation Finance Corporation. 
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losps acaDunted for!?s,l6,9 per cent. In 1968, agricailtural loans 
extended by the corporation accounted for about SO per cent, 

Aiother specialised agency, the AgricultaraJ Credit and 
Cooperative Financing Adninistration gave loans to the extent of 
Pesos 2,789 thonsaod. This sum in 1957 rose to Pesos dS,847 thousand 
Ixit, in 1958, it cgpe do\m to Pesos 23,905 thousand* 

The subsidiary project scheme of the Agricultural and Rirsi, 
Development Five Year Plan of Sanaa included the establisbm^t of an 


Agricultural Batik for the provision of credit on reasonable terms to 

22 / 

the cultivators* A state agricultaral bank has been established In 
Buma "which has extended large sums In the form of loans and subsidies 
"to cultiva"tors for the extension of rice, ground nut and jute acreage. 
The Bank is permitted to io grant mostly seasonal loans and only to 
a limited extent the medium ter® credits to agricul"ture at 6|- per cent 
rate of interest. The office of public credit in Caiabodia provides 

m 

loans for the purchase of land for a uerlod of four years only at four 
or five per cent rate of interest. 

In Ceylon, the State Mortgage Bank provides medium and long 
term loans to the agriculturists. 




22 / 


( Rupees in Thousand ) 


Period 

jLo ans 
xerranted 

1 Capit^ j 

* reT5a'men't^s. ._ ' 

f Total loans outstanding at the 
end ojf the perind _ . 

1948-49 

2,400 

63 

8,133 

1955-56 

5,586 

2,060 

26,128 

1956-57 

12,605 

2,833 

35,900 

1957-68 

9,403 

2,535 

42,757 

1958-59 

8,628 

3,016 

48,380 

1959-60 

11,797 

4,040 

66,135 

1960-61 

4,284 

4,147 

56,272 

1961-62 

2,937 

3,851 

66,359 

1962-63 

2,930 

jB . . . . '! 1 

3,742 

55,060 


Labour Review, P. 134, Vol.LXX,No. 2, August, 1954. 

1^/ Interest Hates Outside the Organised Money Markets of 
Underdeveloped Countries t U.Tin Wai; P.134,I,M.F, , 
Staff Papers, Tol* VI.No.l, Hovember 1957, 

29/ Central Bank of Ceylon, Annual Report 1963, Table 14 
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The supply of agriculture credit in the underdeveloped 
countries should be increased in such a that the legitimate needs 
of the agrimlturists are met at a cheaper rate without enasuraging 
borrowing for consumption. This can be achieved by increasing 
institutional credit, while at the same time taJcing steps to dis«Durage 
borrowing from non- institutional sources. 

programme to bring down Interest rates in unorganised 
money markets must be comprehensive and should be guided by the 
principle that Interest rates can be lowered by reducing the demand for 
loanable ftinds and/or by increasing the supply thereof. The demand 
for losffiable Sinds for financing consumer expenditure can be reduced 
by changing social habits aid concepts of acceptable standards 
of well being. 

The way to indice the organised financial institutions to 
lend more to agriculture is by making agriculturists more creditworthy 
and genera3.1y reducing the risks of lending by lessening the impact 
of some of the natural calamities, reducing carelessness, and 
increasing honesty, reducing the uncertainties of the market through 
crop insurance, stabilized agriculturgil prices etc, Jnother way of 
encouraging institutional lending is by Government guarantees of 
agricultural loans. 

The Institutions established in this field need to be 
exceptionally well organised and intelligently controlled. Security 
of loans is one of the basic problems. Short term crerlit which is * 
given to the peasant can be offered on the seairity of annual crop. 

At the same time, long term credit and medium tern credit need to be 
seaired against scmie thing more tangible. What is important is that 
some central agency should control, coordinate -«nd supervise the 
operations of the Indiviaasl institutional agencies for credit. 
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.In.(fcs.tir.lal jFjnajnce 

CJomraercial Baptks In the region have been chiefly concerned 
with trade financing and have paid relatively little attention to 
financing of tn<tistries. Even when they supply credit to industries, it 
is mostly short term credit to finance current tr^sactions. 

In India, the commercial banks follow the traditional _ 

British practice inasmuch as they supply short term financial needs 

of Industries for working capital* They advance funds on the security 

of floating assets secured by the person^ guarantee of the managing 

agents. Before independaice there were no institutions in India 

of any organised character ” which would do for Indian Industry what 

the issue houses and trusts and financial companies cfo for England or 

30 / 

what the Geisaan banks do for Gemany," Indian industry ha^ lacked 
the assistance of an Institution, which would help in the formation 
of the indis trial company and in placing its shares and securities 
on the market. Till now this service has been done by the managing 
agents in our country, who obtained the additional capital from 
parties associated with than and who Invested their own money. Even 
bank finance was provided on the personal guarantee of the ravaging 
agents* 

Banks in India provide mostly working capital recjiirements 
of industries. The following table shows the analysis of banlc 
advices in India J- 


.20/ Industrial Organisation in India, Dr, Lokanathani P*236 
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( Crores of Bupees ) 


'■ 7’ ' s 

Period i 

1 

'WV-.' ■■■ 

i ce 

. 1 ^ 

> Star it i 

1 _ I_ 

Mi 

MM 

HM 

3D th JuB 8 195 1. 

Scheduled Backs 

208,6 

294.5 

15.9 

39.6 

25,6 

584.3 

Ion-Scheduled Banks 

7.3 

19.7 

2.5 

11.3 

2.6 

43.3 , 

To t^ 

Percentage to total 


21Si^Z 

18.4 

50. 9 

28.2 

^22a6 

advances 

50.0 

35.8 

0.8 

9,5 

3.6 

100.0 

^30th Jtine 1955 


241.2 

292.3 

12,5 

54,8 

24.9 

625,6 

Non-Scheiled banks 

6,2 

18.3 

2,3 

9.9 

2,3 

3.6 

Total 

Peroantage to total 

24,7i« ^ 

21.Q,.§. 

14.8 

§2J. 

27.2 

§§22 

advances 

37,1 

46.8 

2.1 

9.6 

4.4 

100.0 


3 che cul a 5 3 an ks 

562.8 

395.2 

6.6 

96.8 

3,6 

1100,0 

Non-Sdiediled Banks 

3,9 

10.1 

2.1 

11.8 

2,4 • 

3, 3 

Tot A 

Percentage to total 

sm^ 

M)23 

8.7 

108.6 

41.0 


advances 

50.0 

35.8 

0.8 

9.5 

8.6 

100.0 

a7*.196l.. 

Scheduled Bmks 

666,0 

413.6 

8.4 

106.2 

33«S 

1227, 7 

Non-Scheduled Banks 

2.97 

7.27 

1,6 

9.1 

1.8 

22,7 

JaiiL 

Per coat age to total 

§§222 MLM 

lO.-O 

12§*2 


1260.4 

advances 

53.5 

33,6 

0.79 

9.2 

2,82 

100.0 


On 30th June 1951, out of the total advances of scheftiled 
banks and non-scheduled banks araounting to lfe.627-37 crores. Is. 215, 38 
crores or 34,3 per cent -were advanced to industry, while ib, 311,7 crores 
or 4®, 7 per c^t were given to cam;-ae?ce and trade. On 30th June, 1955, 
industry accounted for lb, 247, 19 crores or 37.1 per cent of the total 
advances, while conraerce acco^inted for Bs,311,9 or 46,8 per cmt. On 
October 27, 1961, the total advances given to industry by the cKjnimercl^ 
banks accounted for fc,669,0 or about 53,5 per cent of the total advances 


31/ Prepared from statements 30 and 32, Trend sand Progress of 
Banking In India during 1951; statement 24 and 26 of 1955, 
I960 statement 18, and 196l statement 14. 





Some bajiks make advances to Industries against, fixed assets 
also, Ixit their aggregate aaoiint may he small. It should, however, be 
pointed out that a part of the advances of commercial banks for 
working capital is also in use for a long period of time. Though 
this part of the finance re'volves or rolls over, in actu^ effect it 
does serve the needs of providing finance for long periods to a 
certain extmt, 

^art from the use of working capital for long period needs, 
banks in India Indirectly participate in long teim indistrial finance* 



(A) June 30,1951 13.80 63.84 67.04 

(B) June 30,1965 15.06 52.74 ' 67.80 

(ODecember 31,1959 24.33 98.46(a) 122.79 


Thus the indirect participation of commercial banks In India 
in long-term. Indtistrial finance is slightly on the increase, but it is 
a very small proportion of the total advances made by them. This is 
dae to the nature of their liabilities which are payable on deiiand or 
after a short period of time and it is ^so due to the fact that there 


are risks tnherait in long term advances to or investments in industry. 


32/ OoBffinercial Banks & Industrisl Pin^ice: Dr.E.F-.Sharma, Agra 

University Extension Lectures, Agra,University Press .(1956)?, 21 
33/ Prepared from Trend & Progress of Banking in India* (a) Statements 
21,31 ^d 33 for the year 1951 (B) Statements, 22,25, and 27 for 
the year 1955, (C) Statements 19, and 16 for the year 1960* 

(a) Figures are for December, 1960. 







;.W prepared on the hasis of statements 

gjid deposits of B.anks, Trend and Progress of 
the year 1953, 1954,1955,1957,1960 and 1P61. 


'ST- 'i-'- 3 - . 3 o ■ ac. c i - C J 5 
g in India diritog 
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Bxaaese Economic ‘^arik, the Union Burtaa Cooperative Bank and the 
most Important of these new hanks is the State Commercial Bank. The 
letter’s paid-tip capital has entirely been subscribed by the 
Government. Within four years the State Commercial Bank x had opened 
eleven branches and eiqpanded deposits from Kyat 11 million to Kyat 
360 million. The State Oommerclsl Bank has filled an Important gap 
in the country’s financial system by making ’/jorking capita available 
to local indistries. The total number of bank offices in Pakist^ 
rose from 195 in July 1948 to 369 in June 1959, This hasf^due mainly 
to the expansion of Pakistani banks. There has slso been an 
impressive growth In bank deposits, which stood at Bs, 2, 762, 7 million 

W 

in June 1959 as compared to B?„880,5 million in July 194S, The 
ocanmercial banks cannot provide enough medium tenn and long teim 
agricultocral or Industrial finance on account of the predominance of 

m 

d®tand deposits in the structure of their deposit liabilities. 


S&bL.,§L .Ifo * .1^ 



( Bupees in Millions ) 



&aiLsaiii_ ^iSBcstts^ 




period 

liaountl Percentage of 1 feount 

■ i Percentage of the 

1 


8 6 the tot^ 

1 

1 total deposits 

1 Total 



± 

1 

. _J _ ^ . 

1949 

740,5 91.7 

66.7 

8.3 

807.2 

1962 

621,9 85.7 

103.4 

14.3 

725.3 

1955 

746,4 82,9 

165.4 

17.1 

910,8 

1960 

684.9 65.0 

372.2 

35.0 

1,057.1 

1961 

657,3 64.0 

:^3,8 

36.0 

1,021.0 

1962 

756.1 63.1 

426,4 

36.9 

1,182,5 

1963 

802,1 61,6 

499.2 

38.4 

1,301.3 


Demand deposits in 

Ceylon In 

1949 accounted for Bs. 740.5 

million or 91.7 per cent of 

the total 

deposits while the 

time and 


^ Central Banking in South and East Asia by S,G, Davies ; P, 3(1960) 

Ibid t PP.146 and 148 
Ibid * P.14© 


jSS/ .IjbtttKX Central Bank of Ceylon Annual Heport 1963, Table 4 
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savings deposits accounted for Bs, 66. 7 million or 8.3 per cent. In 
1963, demand deposits stood at 809,1 million or 61.6 per cent of the 
ttotal deposits^ while at the ssme time, time and savings deposits rose 
to fe,499,2 million or 38,4 per cent of the total commercial bank 
deposits, 

Eais so long as the percentage of time deposits to total 

deposits of the commerci^ banks does not increase, the banks cannot' 

provide sufficient loan capital to meet the long term and medium term 

needs of the Indistries, For increasing the time deposits of the 

commercial bspks, it is necessary that the Government should ensure 

the safety of deposits in commercial banks. Government should 

guarantee the repayment of medium affid long term loms extended by 

39/ 

banks, and deposits insurance scheme should be enforced, Ihe Central 
Bank should provide special rediscount facilities to commerci^ banks 
in respect of their medium and long term assets. 

Insurance business in most of the South East Asian countries 
is ill developed, and even in countries like India, where it occupies 
a comparatively important place and constitutes an important part of 
the org®iised sector of the capital market, it makes available only 
small and medium sized savings for Investment. Besides, to ensure the 
interest of the policy holders the insurance companies spread their 
Investment in such a way as to get the highest practicable rate of 
interest. 

The following table shows the investmtot of the 
Insurance Companies in Philippines. 


3&/ Depot Ihsuraace Corporation was established in India in 


( tooimt in Thoussai<3 Pesos ) 



January 151334 
1956 

71316 

38999 

25.0 

4238 

10.9 34661 

89.1 

7384 

33735 

J ^Uary 187187 
1957 

75998 

60240 

32.2 

13844 

22.9 4636 

77.1 

10258 

40691 

J^uary 213846 
1958 

86988 

68617 

32,1 

10381 

15.1 52236 

84,9 

9506 

49435 

J apuary 243969 
1959 

98842 

71221 

25.1 

8796 

12. 3 62425 

87.7 

11951 

61355 


3n Philippines, in January 1956, Insurance Companies granted 
only 0.65 per eesxt of their loans for industrial purposes, 11,2 per cent 
for commercial purposes, and 71,6 per cent for consumption. In January 
1959, industrial lo^s accounted for 0,2 per cent, commercial loans 
accounted for 7.9 per cent, -while consumption loans accounted for 64.7 

li/ 

per cent. 

The investmaut policy of L.I.C, of India was enunciated as 
follows in 1958, 

(a) The primary obligation of L.I.C. is to its policy holders, 

whose money it holds in trust, and wl3.l work as for as possible 
on business principles, 

(b) It will abstain fitom speculative investment as i‘?‘s Investment 
must be necessarily on a long tern basis, and thus it will take 
advantage of temporary auctions of market prices. 

The controlled funds of the L.I.C. are divided into three 


broad categories. First, there are Government and approved securities, 
Second, Investments approved under section 27 1, and finally, •other 

40/ Ibid i ¥ol, f<jTo.45 December 1957, Table 

Vol..X,No.4, December 1958, Table No. 35, 

Vol, XI, Ho. 4, December 1959, Tabae Ho. 60 

41/ See Appendix Table No.¥I, 
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Investnents*. FoiaeUy, the limitations were that 95 per cent of the 
controlled funds were to be held in Government seairities, a further 
sum equal to not less than 25 per o®it in Government securities, and 
not more th^ 15 per cent in other investments. Kiis- about 35 per cent 
were to be held in 'approved investments' as defined in section 97A 
of the Insurance Act, 







Municipal Port 
Trust and 
Improvement 

Trust Seoirities 

5.0 

6.0 5.7 

5.2 

5.0 

4.S 

5.5 

6.0 

5.9 

Shares and 

Deben tires of 
Indian 

Companies 

9.4 

10.1 11.5 

12,2 

13,8 

14.6 

14.4 

14.1 

15.5 

Loans on 

Policies 

5,0 

4.0 4,1 

4. 3 

4,9 

5.4 

5,8 

6,7 

7.4 

Loans on stock 
and shares of 
reason al 
securities 

0,2 

0.3 0.3 

0,3 

0,9 

0.7 

0.8 

0.7 

0,7 

Mortgage on 
property 

1.0 

1.1 1.8 

2.3 

2,7 

3.4 

4.0 

4.5 

4,6 

Land, and house 

4.0 

3,7 3.7 

3.5 

4.0 

4.2 

5,0 

5.1 

5,6 


pisoperty 


In India the L.I.C. Investment In Government securities 

accounted for isore than half of its total investment. In 1945, it 

accounted for 63.3 per cent, while in 1950, it accounted for 49,6 

per cant. In 3953, the L.I.C, Invested atout 46.1 per cent of their 

ftinds in Government securities, " At the end of July 1968, the L.I.C, 

had total Investments ofBs. 33 crores as against Bs, 31 crores at the 

43/ 

end of June 1957 andlte.341 crores on August 31, 19^," The percentage 
distribution i of these aaong different types of investments is shown 
b^ow. 


^ The He^erve Baih of India Bulletin; P,1075, September 1958, 
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Table 


trial tl<- 

T, T 









i 

liaM i 

1957' _ _ X 

19S.8 _ 


Government and 

Approved Securities 

73.1 

72.1 

71.9 


Debentures preferoice 
and ordinary shares 

16,8 

18.1 

19.0 


Other Miscellaneous 

Invest! ents 

10,1 

9.8 

9.1 



The fluids of Itisurfiffice CJompsuies ar'e very suitable for long 
tens investments beegpse the licniidity of assets is not the main 
consideration as the policies usually mature after a very long period. 
Therefore only a small amount need be invested in highly licfiid assets 
and a major portion of their fhnds can be invested for long periods in 
in Ais trial securities. Besides, investments should be spread over 
amongst different types of securities of various concerns having 
different dates of maturity to maintain the li(fiidity of its fUnds, 

In India, the Corporation occupies as important a position 
in collecting the savings of liie masses as banks do in the national 
CE economy of the country. It should, there-fcre, prepare a progr^ise of 
develop®^ t and of opening new offices throughout the country and abroad 
so that funds from the public may be collected. It should devise means 
and methods to provide insurance facilities to the industrial workers to 
check their spending on undesirable consumption. The corporation should 
help in adainistering the funds under the Baployees He^th Insurance 
Scheme, Other forms of social insuTi^ice in the country can be 
introduced with the help of the Life Insurance Corporation, Finally, 
its inveshaent portfolio should be entrusted to the Reserve Bank of 
India as the Cmtr^ Banking, Currency and Credit Juthority of the 
country. 
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In a few South East Asian countries, daring the planning 
period, insurance tusiness has been nationalised with a view to enable 
the Govemiaent to rationalise business to reduce costs to re^ilate 
foreign liCH insurance firms ¥ith|^purpose of preventing the outflow of 
Capital and to make more effectiye utilization of a 5 untry*s resources 
and finally to assure greater saf^y for life funds. 

The Government of the Union of Bima passed the 
N at ion ^iz at ion of l&asurance Companies Act, 1951, in order to 
nationalise insurance companies incorporated and registered in Burma. 

In Ceylon, a scheme of National Insurance by the Government covering 
wide sections of the people has been planned. In October 1949, the 
China People*s Insurance Company was established in China-Mainland* 

Since July 1951, a compulsory insurance as compulsory for the Government 
agencies and public enterprises : Property insurance. Railway rolling 
stock insurance, Marine Insurance, and passenger accidait insurance, 

t 

In the field of social insurance, in March 1951, a regulation for 
workers Insurance was put Into force by the Government, In June 1950, 
the Government of Philippines adopted legislation re(|uiring foreign 
insurance companies to raise their deposits from pesos 100,000 tp 
pesos 250,000 of which 50 per cent should consist of Philippines 
securities* It was further recjiired that at least 30 per cant of their 
legal reserves against policies written in Philippines be set aside 
and invested in accordance with the provisions of the Insurance Act, 
Recognising the important role which Insurance Companies 
play in the mobilisation of domestic capital, the Govenment of 
Pakistan has etherised the establishment of the Pakistan Insurance 
Corporation, which would encourage the promotion and Development of 
Pakistan Insurance GSempanies, 

44/ Mobilisation of Domestic Resources s FF,33 34, 

U.N. Sales 10,1953-114 
iS/ Ibid 8 P,231 
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£la.ai-CLlllE of the anall Scale I n dastrles 

To encourage the deTelopaent of cottage sih<3 anall scaiLe 

Indus tires to compensate for unfavourable factors in saaller enterprises, 

in India, Ceylon, Pakistan, and Thailand, cooperatives have been 

providing facilities for mall loans to the people. In Indonesia, 

Combo dia, Laos and Ifietnaa pawishops provide such facilities* 

In Cambodia, an aBitonoraous organisation controlling popular 

credit - the Office of Popular Credit of Canbodia - was set up In 

1950 at Phnom-Pent within the framework of the agre®ients signed with 

the French Government. The funds are supplied by the deposits of the 

Farmers’ Bank, The Handicraft Bank, and the Stall- Scale In ciis tries Ba^k, 

The loans to Handlcraftsmmi ,^d to stall scale industries are only made 

through directly by the office and amount to only 1,2 million piastres. 

In 1952, a credit of 3,5 million piastres was earmarked for loan 

12 / 

operations. 

In 1955, in India, the National %all Industries Corporation 
was set up by the Government for providing finance and promoting 
development of small- scale industries. In order to broadbase certain 
activities, four subsidiary corporations were set up daring Febnxary- 
March 1957, Together with other activities, the Corporation supplies 
machinery to small-scale Industries on a hire-purchase basis. Since the 
Inception of the Hire-Purchase ‘^cheme up to the end of February 1958, the 
Corporation accepted 1,165 applications for 364 machines valued at 
Bs. 3.21 crores. The Corporation had secured by the end of September I960, 
2,431 orders valued at Bs, 7,58 crores for small scale Industrial units. 
Under the Higher Purchase '^cheme, the corporation had accepted, as of the 

49/ 

same date, 3,471 applications for 13,006 machines valued at !te,13,4 crores. 

M71jobllTsitSn'~cFtaes^’"CaxdtX;Ol7T5^s"'loT"l'^T^ 

Ibid. 

48/ Beport on Ghrrency «id Finance for the Year 1957-68:P,48, Reserve 
Bmik of India. 
mJ Ibids 1960-61 ;P. 68 
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"Hie corporation charges Interest at 2 ^ per cent to Indistrigi 
cooperatives ali<3 4|- per cent to other units In cases where the 
madiinery is worth less than Bs* 16,000 and where the valne is more than 
Bs.15,000 the rates of interest are 5 and 6 per cent to indistrial 
cooperatives and other units respectively. In the year 1960-61, the 
corporation has introdaeec certain rela;sation in respect of its Higher 
Purchase Scheme and also simplified the procedure connected with 
applications fiom small-scale units for securing machinery under the 
schame. In case of applications for machinery sponsored by the state 
Government, only 5 per cent of the v^ue of the pe(Wisite machinery is 
now recfiired to be given as earnest money provided the balance of 16 to 
25 per cent, as the Case may he, is covered by the ,?^uar^.tee of the 

30/ ' 

sponsoring Government. The activities of the corporation are financed 
by loans and grants by the central Goveinment* By the end of 1957-58, 
the corporation was sanctioned Bs.l. 30 crores as loans and ls,2S lakha 
as grants. In the year 1960-^1, the corporation obtained a long term 
credit of jS 10 million from the H.S, Development Loan Rind to assist 
smatLl-scaile industries through the supply of imported machinery on hire 
purchase basis, This line of credit may be used for procuring machines 
Valued upto $ 60,000 for a single applicant from any part of the world 
excepting the communist countries, machines in excess of JS 50,000 must, 
however, be procured from theU.S.A. only. 

During the year 1959-60, a notetjorthy development for 
providing finance to anall- scale Inchstries was the fonaulation of a 
scheme by the Government of India in consultation with the Heserve Bank 
of India, of guaranteeing loans granted to aiall-scale industries by 
specified banks and other financial institutions Including State 
Cooperative Banks and State Flnsncial Corporations, The object of the 

^r''’TwdT'pp,M ‘and 69 

§ 2 / Ibid s P.69 


is^ed imder the scheme in respect of any one advance will not 
exceed rupee one laJjh, 

To facilitate the operation of the scheme the following 
ch^ges were proposed in 1960-61 : (a) Under the earlier participation 
arrangaaent, advances grated by banks and flngncial institutions other 
than those specified under the scheme were eligible for guarantee 
facilities only if a specified credit institution participated in such 
advances to the extent of not less than 2S per cent of the asounts thereof 
(b) To enahLe the State Financial Corporations which usually grgffit loans 
for periods of 10-11? years to take fhll advantage of the scheme, it w^ 
proposed to make advances for periods exceeding seven years also 
eligible for guarantee, provided, however, that the guarantee wonld 
not extend beyond seven years from the date of first disbursal of 
the advance. 








The problem of industrial finance has assumed great 
importance in underdeveloped countries in the post-war years owing to 
the stagnation In the capital market on the one hand the desire of their 
Governments to accelerate the pace of rehabilitation and expansion of 
Industries on the other. 


A number of countries in the region ln<Sludlng Burma, Ceylon, 
India, Indonesia, Pakistan, Philippines and Thailand have recognised 
HT^Ffd V '^59-^0 ; 'TTsi ^ 

Sa/ For details see Heport on Qirrency and Finance for 1960-61,P,67 
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the need for gudbi facilities ahd have established IncJistrial flnapce 
sSid developoemt corporations j whose main function is the graptlng of 
financial assistance to private industries in accfuiring fixed 

capital, fhese corporations are generally permitted to nnderwirte 
issues of stocks, shares, assets and debentures by indistrial concerns 
and to guarantee issues of loans raised by such concerns. 

The Indistrial Finance Corporation of India and the 
Inciistrial Finance Corporation of Pakistan were established in the 
year 1948 and 1949 respectively. The I.F.C. of Pakistan is anthorised 
to provide financial assistance to all kinds of manufacturing, mining 
and power generating enterprises either by granting loans to or 
subscribing to debentures of industrial concems. Such loans and 

QUA. 

debentures beiog repayable within a period not exceeding 20 years, by 
underwriting the issue of stocks, shares, bonds or debentures by 
Industrial concerns as are repayable within a period not exceeding 
20 years and are floated in the public market. 

It is empowered to grant* loans and other financial assistance 
to il-l Industrial concerns whether incorporated as ccaipanies or not. 
Besides, it is ^so empowered to assist such industries as have not 
commenced prtjducticn, provided the lAole or major part of the assets 
of such concerns have been disposed with a view to comsieneing production. 
It confined its activities to the granting of loans to 
Indus trial ists as distinct from sponsoring of the industries. It is 
precluded by its statute from subscribing directly to the shares or 
stock of any comply and as such it was not in a position to assist In 
the setting up of new industries. 

The charter of the Industrial Finance CSorpo ration of 
Thailand provides that the existence of a Government or other public 
interest in m enterprise shall not necessarily preclude financing by 
the bank wf if the MUterprise, despite that Interest is essaitially 
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private in. character. The charter also provides that no eaaterprise 
shall be ronsidered essentially private in character if the Govenment 
or any other Cjoveroment agency holds directly or indirectly more than 
10 per coat of the share capital* 

Tbe I.F.C. of India is concerned only with the finance of 
large scale indiistry. It advances loans to companies bat rarely 
participates in their ec^iity capital. The corporation transacts the 
following kinds of business : 

(a) CaUaVan teeing loans by ecsapanies in the open market, 

(b) Granting loans and advices and subscribing to debentttres* 
But like I.F.C. of Pakistan, it is not anthorised to 
participate in acuities. 






Io..an..s . .and. 


( Lakhs of Hupees ) 

Year 

1 1951-1 

51952 5 

1965-56 f 1960-61 ll96l-62 1 2.96 2-631 

5 J .^1 i 

Jsnuary 

1964 


Loans snd 
advances 

665 

1,401 4,074 4,548 5,563 

6,594 



In recent years the I.F.C, has also undertaken new lines of 


activities, i.e, underwriting of issues in the share market and the 
guaranteeing of deferred payments on behalf of indistrial concerns to 
foreign manufacturers of capital goods. The totd- amount of 
underwriting approved by the Gbrpo ration by 30th June, 1959 was of the 
order of Bs,l62,5 lakhs, The scheme for guaranteeing deferred 
payments came into force on 21st December 1957, and in the year 1962-63 


54/ Problems and Practices of Development Banks : Shirley Boskey^ 

P 62 (19^) 

5§/ Reserve*B^k oi India Bulletin; P,206, No. 15, February 1964. 

56/ In the year 1962-63 the I.F.C.underwrote Jointly with other 

institutions and/or brokers, seven ecjiity issues for a total of 
Ife,2,l6 crores, as against two ec|alty issues and five preference 
issues for a total of Bs.41 lakhs in the year 1961-62. See Heport 
on Currency and Finance for the year 1962-63, P.64. 
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the CSorporation app3?oved fiTO applications for ^a^soateeing deferred 

52 / 

pal®ents to the extent of fe,2,74 

,|br the first time in 196S-63 since its inception in July 

1948, the Corporation approved direct subscriptions to the stock and 

shares of indastri$iL concerns in terms of Section 93(ll(f) of the I*F*C. 

Act as am^ided in December i960, the amount ap'ro’^ed for this r*’r-ose 

during the year being 1.87 crores in respect of two applications. 

Daring 1963-63, although the ariiount of loans sanctioned by the 

Corporation was relatively small, the gaount di.sbursfid vas the largest 

for year so far. Loans and advances sanctioned in respect of 

40 Ind-istrial concerns amounted to ft, 16, 31 crores ( of which ft, 3,94 

crores were in foreign carr«icy ) as compared to ft, 25,90 crores ( inclusive 

of ft.2,22 crores in foreign currency ) sanctioned to industrial 

<X)ncems diring the preceding year and the record of ft.27,48 crores 

sanctioned In 1960-61. Total disbursements daring the year, on the 

other hand, reached ft, 14,03 crores as against ft,8, 12 crores In 1961-62 

52 / 

and ft, 7, 42 crores in 196C-61, 

The I.F.C,*s of India and Pakistan have no more than a 
periphery role in the drana of e(»nomlc develoiment, so long at|least 
as they are expected to behave coiamerclally* This conclusion, however, 
would not be justified, but it is probably true to say that the purely 
financial type / of agency will ftilfil real needs and operate most 
succesvgfhlly where first, the private enterpreneurs with state 
encouragement are actively seeking new outlets and possess the 
retfiisite abilities for sound industrial organisation, and second, 
there is a serious lack of private sources of loan capital upon which 
such entrepreneurs may draw. Unless both of these conditions are 

^»l/ 

present, the chances are that the 'will find itself high and dry. 

57/ Ibid r Page 55, 

Ibid s P.^4,65 
22/ Ibid * P.64 

60/ Public Enterprise and Economic Development t A.H.Hanson; P,2S4 
§J/ Ibid. 
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The Iniftistrial Developaent Bank of India ( IDB) is the 
latest in the series of specialised institutions set up since 
Independence to provide tern credit to Industry, The IDB has got a 
wide field and will provide finance to manufacturing, mining, processing 
and service indistries both In the private and the public sectors and 
incorporated under the Companies Act or any other law. 

The role of the IDB extends beyond the pit) vis ion of 
fin^clal and other assist^ce to indistrial concerns* The Bank can 
undertake promotional activities such as marketing and Investamt 
research and surveys as well as techno-economic studies* It can also 
provide technic^ and adnlnistrative assistance to any industrial 
enterprise for promotion, management or expansion. Above sll, it has 
been assigned a positive role in the process of industrialisation 
through planning, promoting and developing of new industries to fill 
the gaps to the industrial structure of the cotmtry. 

When the I.F.C, of India was set up, the Government thought 
of establishing separate fin^cial corporations in tbe states* The 
Union Govemmait passed the State Financial Corporation Act on 
Septffliber 28, 1951, empowering ttie states to establish financial 
corporations. They now exist in all the states. Their share capital 
is subscribed by the state (feveiment, the Reserve Bank of India, 
scheduled banks, cooperative banks, insurance companies, and the other 
flnancijiL institutions. The public is empowered to subscribe to their 
share capital to the extent of 25 per cent. Each state coloration 
is asithorlsed to provide flnancld. assistance by granting loans or 
advances or subscribing to debmtures of industrial concerns, repayable 
within ^ years and underwriting the stocks, shares, bonds iffid 

Sfi/ For details see Reserve Bank of India Bulletin, FP,641 to 644 
May 1964, 
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fietoemairea to thei? being disr-cseb of io. the sa-oket '^ithin 

ssfes Tea2?s« The scops of the acti\=^iti-3-s of Stats Firzahciai 
CbrpG rations is i;riaer than that of IhfJis trial FSnane® ^torpo ration, 
InaSHiiGh as tioe fcsaer promise flnono® fe public ll-iiteci coi'sp^.lssj the 
priests llaited oci'ipgiissj partners Mp ccncs-ons the prop-rietar^J" 
coneens® Tiis Cferporaticns are^ liovreve.rj prohibiteo. fron sabscrioing 
dirsetl-y to the shares or stock cf any eo'sp^;j ha'vins a. limiteo 
liability j, except for imder^jrit-ing purposes, aPi grar.tins ml \q^ or 
alTaness on the seairity of thei? shares* The ;Jcrpo ration does 
not gr^it assistance exeesciing 10 per cent of the paid tip capita 
cf the O3rpor.g.tion or ^*10 lakhs "fhiclieTer is less., to ml siag2.e 
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i« 3 ustrial conce.?n. 


Ih pursuance of the ansnraents to tbs State I’in^gicial 
■Oorpo rations Act irhich cgn® into effect frosi ipril 16 ^ the 

facility to borrow froa the HoserTe Bank for periods uptc IS sonths 
from the Reflnspes Cfo.rr;or,aticn for Inbistry ha ’'’3 be.g^in to bs 
utilised* Limits of %« 2«4 srores rere s^.etioned by the Heserrs Bank to. 
four (A>ii3o rations gid Is* So ial'? 
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limited (fcoperative conce.ms appears to have been, utilised in a 

number of states ^3 this is re-flected in m appreciable rise In tne 

lo^s sanctioned and disfersed daring the year* 

lo^s m& advances s.^iCtioned by the State Finanda]. 

Corporations daring 1962»63 ( Pi, IS. 33 emres ) were appreciably larger 

thm feS In the precedin.^ year C I?;., 12*9 crores) so were total 

62/ 


disbarsemmts ( lfe.11,33 erores as against B.S.07 cr ores; * 


Report on airrsncy" and Finance for 1962-635 F,66 
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The experieaice of the last decaciQ serais t© inaic3.te that 
while the Impedimstits in the way of a (jaick expansicn of the r^ge a?id 
volume of activities of SFCs are many, the major ones ®re (a) lack of 
ade<|u.ate resources, (b) lack of suitable alia ate for undertaiiing 
underwriting bislness, (c) excessive caution o'^ing to inability tc 
buildup ade(}iate reserves and (d) the implications of the schese of 
guaranteed dividends as applicable to the corporations^ That these 
corporations had no foreigi exchange resources of their ovn ^so 

contributed to limit in some measure their business. Mother reason 
for slow progress In advances to small-scale units was/b®ing handled 
by the National Stoall Industries Corporation which had been supplying 
machinery on hire purchase, ipparently this form of finance was 
found more convenient by this sector than loans on mortgage security. 

It is, therefore, essential that certain further measures ef positive 
assist^ce should be accorded to these corporations if a broad based 
pattern of tndistri^ization is to be achieved within a reasonable time. 
The Corporations have berai set up to cater to the needs of the relatively 
weaker sector of industry viz., Idle medium and saall sized sector 
they, therefore, could justifiably dlalm more assist^e© th^ that 
given to the bigger flnanci^ Institutions meant to cater for large 
scale industries, 

BUrther, the deposits collected by the Corporations still 
reiiain very low. It is only the Madras Industrial Investment 
Corporation which has been able to raise an appreciable ssount Ir/ 
offering rates of interest considerably above those offered by the 
others. CSovemments have recently decided to augssnt the resources 
of the Refinance Corporation for Industry and this will no doubt help 
the flow of funds to these Corporations, establishment of the 

proposed Developmmt Bstik announced by the Finance Minister is also 
likely to be of assistance in this respect. 



i 

results of State Firisnel-sj. Co roo rations for 
196^63 hsTs been generally satisfac’iorrf, bat in. Corporations 
fun ct lolling in t-ne lncl'astri^j.7/ l.ess develcned arsasj certain over<tiss 
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fln^ce has been pro Tided is lihely to gc a long uay towards 
keeping cfci® the nnsber of defaults^ 

One of the noticeable features of Devei.opaient Bsinks abroad 
se®s to be the relatively greater freedos. enjoyec by their ssnags’sent 
in deciding npoa the nature of seairit^r which borrowers nust famish 
for tess io^s» In India it is now appropriate th.at slnHar 

freedom shonld be accorded to their man agsn ant. There is^ of course, 
no doubt that a rsl Nation should net lead to the eapioyient of 
resources into riskjr charnels. Jeopardising the safety of the ftods of 
the state of bond holders. Cn the ot.ner hand.one factor which should 
be taken into asnsideration now is the Introduction of the Govemamt 
Credit Siar^tee Schme %fhich was not tiiere -.■'hen the SFCs Act 

Was enacted, SFCs have not tnade much use of this scherae. This sch©ne 
seeks to ojver the risks of lending to a considerable extent .^d may, 
therefore, if taken proper aavantag© of, Justify a Judicious reia;xation 
of the restrictive provisions of SFCs Act, 

The Eefinahcs slfc- rpo ration of India was registered In June 1958 
as a private limited corap.ahy under the Indian Ccripanles Act, 1956 to 
sgigient the resources available for the use of medium sised inddstrial 
units in the private sector through established ban.king channels. Bit 
effective fmm March 5^, 1961 the Cferpo ration bec^e a public limited 
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compaJiy in terns of the new Section 43 A introdiced by the companies 

64/ 

( Jmendsient ) Act, 1960, Shares of the face value of lh.1^.5 crores were 

issued to the Reserve Bank of India ( Is. 5 ciores ), the State Bank of 

India ( ^.2.3 crores ), the L.I.C. , ( Bs.2,6 ) crores, and 14 larger 

scheduled banks ( 2, 7 crores ) on which 10 per cent was paid on 

application and a farther 10 per cent on allotoent. '1316 Government of 

India had agreed to place with the Corporation a sum of about 

|fe,26 crores as sn interest bearing loan of 40 years. 

The lo^s of Refinance Corporation are eligible to those 

concerns whose paid up capita and reserves, excluding reserves for 

payment of taxes and nonnal depreciation reserves do not exceed 

lb, crores* the maximum amount of loan to any one borrower is not 

to exceed Bs, 50 lakhs. The Refinance Corporation grants refinance 

facilities through the member b^ks iidiose Initial quotas have beai fixed, 

but which are to be reviewed from time to time. The period to which 

these facilities are available varies between three and seven years* 

With a view to enlarging the activities and imparting 

flexibility to its operations, the Refinance Corporation for industry 

introduced in 1960-61 important operational changes in its scheme of 

refinance. Thus* the refinancing facilities, which hitherto were 

confined to 15 member banks have nerw been extended to 43 additional 

banks, 16 state financial corporation, and three state cooperative banks, 

65/ 

without requiring them to become shareltolders of the corporation. The 
corporation in exceptional cases, has decided to osnsider loans for a 
longer period upto 10 years as against three to seven years, and also 
loans to industrial units with capital and reserves above crores, ■ 

Rirther, the corporation has extruded the list of industries eligible 
for refinance loans to Include industries other than those listed for 
developmoit in the private sector in the second and subsequent five year 

M/ IWd t 1M1, P.35 
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Pl^s. It has also decided to refinance loans made to small seal® 
indistries, provided such lo«ns are eligible under the refinance scheme 
and are guar^teed under the Government of India scheme for the 
guarantee of advances to anall scale industries. 

These changes have brought about substantia changes in the 
lorn operations of the corporation. It received, Airing 1962-63, 
ll€ applications for 17.99 crores as against 74 applications for 
Bs,12.90 crores in 1961-62, sanctioned 86 applications for 1h.l3,5 
crores as against 60 applications for p<^,10,6i crores during the 
preceding year. The amount disbursed during the year was also 
appreciably larger at Bs.S.Sl crores as against Bs. 5. 75 crores distoirsed 
during 1961-62, Since its Inception in June 1968 to end March 1963, 
the corporation received 244 applications for ft;, 40, 04 crores, of which 
it had sanctioned 190 applications forte. 31, 79 crores, Aggregate 
disbursaaents amounted to te.17.79 crores, St of which te. 16, 13 crores 
were outstanding as of March 31,1963, 

Even more important than the increase in operations was 

the considerable ezp^sion of the scope of the Corporation's ftmetions 

to bring it into more intimate relationship with development^ efforts 

66 / 

at two crucial points. 

Firstly, in pursuance of its decision to refinance medium-term 

export credits, the Cbrporation introduced during the year 1963 a scheme 

which cam® into force trm January 1, 1963, Under the scheme the 

refinance facilities for periods exceeding 6 months tut not exceeding 5 

years will be ordlnarilly extanded in the case of certain specified 

Capita or engineering goods. Under the sch^e, the minimum amount of a 

lo^ in respect of ii*iich refine ce may be sought has been fixed at 

te. 1 laJsli for the time being md the total amount of export credits to be 

66/ See Reserve Bank of India Innual Report for 1963, FP.32,S3 and 
also Report on Currency and Finance for the year 1962-63, P,68. 



current rate of 5|- per cent for refinancing of Indistrigp. loans* 

The other new line of activity entrusted to the Cforporation 
is the adainistration of the Quarsntee Scheme devised by the Government 
of India to facilitate the utilisation of the losn of ^ 35 million from 
the IBRD for the CSoal Industry in the private sector. Earlier the 
Corporation had agreed to extend its refinsnclng facilities to banks etc,, 
giving rupee term loans to mining units which were eligible for this loan* 
The new guarantee scheme, which cane into force fim iprll 9, 
1963, confers a substantial protection on the banks, as losses arising 
in these advances will be shared between thon and Government in the 
ratio of 35 s 65, 

67 / 

The Industrial Credit and Investmast Corporation of India which 
started operating on January 5, 1956 is a privately sponsored institution. 
It has bem established with the objective of assisting in<3fcis trial 
enterprises within the private sector of industry in India in f general 
by : (i) assisting in the creation, expansion, and modernization of such 
enterprises; (ii) encouraging an^ promoting participation of private 
capital, both internal end extern^, in such enterprises sgad (ill) 
encouraging promoting private ownership of Indistrial investamt apd 
the expansion of Investaeut markets. In partioilar (a) it is to provide 
finance In the form of long and medium term loms or ecjiity participations 

(b) it is to sponsor underwrite new issues of shares and seoiritles, 

(c) it is to guarantee loans from other private investment sources, 

(d) it is to make finds available for reinvestment by revolving 

Investments as rapidly as prudent, and (e) it is to fiimish manaS®^^sl> 

technical and adnlnistrative advice and assist In obtaining managerial, 

technicsl , ^ d adainlstratlve services to India in<listrles, 

67/ Report on Oirrency and Finance 1954-65, PP.50 and 51 
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■Ebie I.G.I.C. of India (Siring the eighth year of Its -working, 
recorded a further significant advance in its operations, the magnitude 
of financi^ assistance approved as well as disbirsed during the year 
reaching an all time high, 1316 Corporation approved during 1962, 
assistance for a total of Bs,19.6 crores ( gross ) in respect of 56 
companies as against an sponnt of 13,76 crores ( gross ) in the 
preceding year. Of this, rupee assistance in the form of loms, 
underwriting of, and direct suhscriptions to, ordinary and preference 
shares snd deb^tures, accounted for P5.9.83 crores ( or 50 per c®it 
of the total assistance approved ) and loans in various foreign 
currencies for the balance of ls.9,77 crores. The aiaount disbursed 
during the year, including disbursements In various foreign currencies, 
totalled B;,9.85 crores as against Bs.5,95 crores in 1961. 

The Corporation during the year 1962 completed se-mi 
underwriting operations for a total apaount of P';,2,42 crores as against 
five operations for a total of Is. 78 lakhs in 1961. It further augmented 
its foreign exchange resources by procuring from the World Bank a third 


line of credit of tJ.S. dollar 2C million (Is. 9.52 crores), the first two 

of tJ.S. dollars 10 million each having been obtained in 1966 and 1959, 

A loan of U.S.dollar 5 maiion ( Ib.2.S8 crores ) has also been sectioned 

to the corporation by the U.S.Bsvclcpment Loan Bind. The Corporation 

negotiated a fifth line of credit of iS 30 million from the World Bank 

^d another line of crec^it of D.M. 20 million, besides the one for 

D.M, 5 million under negotiation from the He c»ns traction Loan Corporation 

68 / 

of the Fedral Republic af Gemany. 

The Pakistan Industrial Development Corporation started 

M/ 

functioning on June 12, 1952. It was set up to overcome the shyness 
of priva!^® ®iterprise and to establish more important In^stries in 


6^’"' Reserve B®k of India Report, ISbl, ?,3 d. aKKt IVibii; 

H/ “ Indistri^ Development Corporations of India and Pakistan" , 
Dr, Qm Prakash, The Sconomic Journal 5 C Ion (bn ) P-.4£, 

March 19S7-Vol. IXVII, Io.865. 
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the country to wori 3n oollato Nation with priTate capita w!iere-?er 
possible. The oorporation sponsors public Itoited (xjmpsgiies In i#hich 
participation of private capital is not fort' occi’ the corporation 
gets the total capital from the Government to establish indteistry without 
loss of tjtee. 

The primary aia of the corporation is to attract private 
eiterprise to the maximum extent and, therefore, where the corporation ’ 
fails to attract private enterprise in the initial stages* it wi3.1 be 
the corporation^ endeavour to transfer to private enterprise as large a 
share as possible. Tiie ‘Corporation is encouraging to the maximum 
possible extent the flow of private capita into inclistries, supplying 
the deficit where necessary and providing the technical skill and 
m^ageria)- experience necessary for hea'sy indistries* In terms of 
technical know-how, the Corporation has at its disposal, besides the 
services of its own officers, the services of two n.N. technicians. 

The Corporation has a two fold effect on the economy of the 
country. It will provide the country with such essential industries as 
may make it self-sufficient in its essential recplrements within a 
reasoiiable time and will ^so attract private capital, which has so far 
been shy in Industrial investments. 

The State Bsnk of Pakistan sponsored a scheme for the creation 

32/ 

of the Pakistan Industrial Credit and Investment Corporation, which caae 
into existence in 1957, Its paid up capital is Is.aO million, of which 
40 per cent has been subscribed by the foreign feisxatx investors, other 
resources of the Corporation consist of an interest free advance of 30 


million by the Central Govemaent and loans totalling $ ®,4 mill ion 
from the International Bank and ttie TJ.S.DevelojmfiStit Loan Hind. More thgh 
80 per cent of its resources thus consist of foreign exchange. 


32/ CentrST 3anking''in SouiST'^d ^ast *%ia: 
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is their nctsi-sX practice* It is expected that on air. 

appnoxtes.'beln oC 'to 'SC nii3.1ion. nill os innssted. in nr'lnate 
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MO V 

V i 

BrTinilstriS'' 
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I'l; ‘ Ii%# ^ 
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1963 

2796 


66.3 ^S.5 

4,1 

C,9 

1954 

4625 


66.2 24.1 

2,6 

7.9 

2955 

6719 


68, 3 20.0 

2.7 


1S56 

18,144 


63,7 25,8 

4.7 

5^,6 

1957 

^,913 


67.6 27, S 

o o 


1958 

51,140 


7C=.5 23,5 

3.4 

2^4 

1959 

6i;643 


71, S :39,3 

3,2 

X® 


22/ Problems and Practices of DeTrelonTiicnt Banks s Sbiiley Boskey, 
PP.60 &61, I.B.R.D.,(1959 ) 

22/ Itoid * 69 

22/ OutHne of the Second Five Tear Plan of Pakistan ( 196C-65 ), 
P.14, Go veraiment of Pakistan, January I960, 

74/ Central Bankiag in South and last Asia; S,G,I>a'^i®s| P.166, i960 
75/ Statistic^. Bnlletinj Central Bank of Philippines; P.72, 

¥ol. XI,lo.4, December, 1959. 
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LoaRs Gramtsd by th e Pev el ^ t of ?hiliicr:to6-s f XQ47 ^x?^59 


( As Percentage of the Total ) 


Year 

~|percaatage of 1 Year iPsreantase cf 

C Tear 

5 

kPercentag® of 

Slo Ai T.nssTis 

1947 

27.5 

1952’ 

^,9 

1956 

33.8 

1949 

26,9 

1953 

37,0 

1957 

31.4 

1950 

43,0 

1954 

25,0 

1958 

25,0 

1951 

46.7 

1955 

25.0 

1959 

62.6 


Loans granted by the DcTelopaent Bank of Philippines to 


Indistrial concerns accounted for 27,5 per cent In 1947 and 46,7 per cent 

in 1961, They accounted for 52,6 per cent in 1959, 

The Loans granted by the Agricultural sid Industrial Credit 

22/ 

Corporation of Ceylon in 1944-45 accounted for 0,19 per cent. In 
1951-52 and in 1952-53, they accounted for 1,95 per cent and 9,17 
per cent respectively. In 1954-56, they declined to 0.3 per cent. 
Thereafter the Industrie loans of the Corporation accounted for 1,10 
per cent, bit again declined to 0,63 per cent in 1962-63, Thus the loans 


given by the corporation for Industrie purposes have showi wide 
fluctuations. 


Tsb? 
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Fingicl-sl- C^seratlons^ 


< Bupees In Thousand ) 


Period 


5 diring the toents in fi®v^op-|e (pities outstand: 
I period pent Pro3ects |lng at the end 

: i — ,.,I !qX. ,1?lia.,pa.e,lQ.d ' 


May 1956 - March 1967 560 441 

i^ril 1957 - March 3958 5,275 304 

April 1958 - March 1959 3,206 913 

April 1969 - March I960 5,342 1,030 

April 1960 - March 196 1 4,293 463 

April 1961 - March 1962 2,884 400 

April 3962 - March 196 3 3,481 400 


1,001 

6,305 

9,983 

15,590 

19,359 

20,971 

23,166 


2^ Ibid 5 P.81 

TU Cit, Op., P.85, Table No, 26 

78/ Central Bank of Ceylon, Annu^ Report, 1963, Table No, 13 
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The Developmait Finance Corporation of Cor:!.en s«t tip In 
1956 etherises the bank to provide flngnce in the form of long term or 
medium term lo^s with or without security or by Tcurchasing or 

subscribing for shares or other securities or by acduiring any other 

ml 

asset. Between May 19S6 and March 1957, it granted loans staounting to 
lb, 560 thousand, while its ecfiity investment in developaent projects 
accounted for is. 441 thousand. Between April 1962 and March 1963, the . 
total loans granted by the Corporation accounted for 3,481 thousand 
while e^ity Investnent in developient projects accounted for 
400 thousmd. 

In Ghina-Taiwan a development corporation was organised in 
the spring of 1959, tmder private control, tVugh the Government is a 
shareholder in that, toother mixed bsfik under private mieiageEaent was 
set up in the Federation of Malaya* In late 1959, a privately owned 
developatent bank was set up in Thailand as successor to a Government 

SO/ 

institutions. 

The Bank for Industry set up by the Government is to provide 
long tern loans for industrial purposes at relatively low rates «h: 

of interest, Recently the Board of investment was established in 

Thailand, which has been given wide powers to assist jn promoting new 
industries and in improving the existing ones. This organisation is 

SI/ 

to play an Important role In the industrial developaent of the country* 

In India, the Investment Trusts have come Into existmee 

only recently and the progress which they have made so far is 

insignificant. The reasons for their late developmmt lie basically 

ProblOTs and Practices of Development Banks s Shirley Boakey; ’ 
P.7D, I.B.R.D*, 1959 
SO/ Ibid s P.9 

SI/ ISie Economy and National Inccaae of Thailand t Bundhlt Kantalmtra * 
PP,19,13, Bengtok, September, 1959, 
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in the low volume of savings available for investment, as also partly 

in the absence of ade<|iate investment outlets conducive to the 

promotion of Investment trusts. ” 3y March 1967, there were 619 

investment Trust Complies with paid up capita of 37.2 crores. 

Of these, the number of public limited companies was 233 with paid - up 

capital of ls.26.7 crones. As of March 1959, the total of both public 

and private limited Investment and Trusts CJomp^ies was 695 with 

paid up Capital of Bs, 37,7 crores, as compared x^ith 122 companies with 

gg/ 

paid up capital of Hs.15.2 crores in March 1935, « Therefore, with 
their relatively small resources and even the limited resources not 
chsgsn^elled felly into stock exchange investments, Investment Trusts in 
India , unlike Trusts elsewhere, especially In U,S. <to not for all 
practical purposes, count aaong institutional Investors in Indian 
Capital market*. 

The Investment Trust Cbmpanies have not made* generally 

investments of a significant order, ” Only in a few cases the 

investments exceeded the rupee one crore level each. The investment 

of the 22 ccaapanies taken together accounted for over &, 15 crores. 

The investments of these companies were mostl:/ in ordinary shares afid 

excepting a few pwsminent ones. Investment and Trust Ccmipanies have 

83 ^ 

not engaged in underwriting of new issues,”* 

In India, several of the Investment Tnists do not fenction 

as independent Investment Trusts in the true sense of the term. 

Being dos^y associated with the managing agency houses, Investment 

and Tmst Oompanies in India have been made use of in many cases to 

fln^ce or control companies In which the managing houses were 

is/ Reseri^" Bmk of' India mi e tin : October, '3960, 
as/ Ibid ! P.1463 
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Interested. Therefore, the basic objective of ap. Investment Trust, 
nsmely the independOQt selection of investmaats on merits with 

due regard to safety and diversification is not served* 

Tp mobilise and csnalise savings of small investors 
in India, it is necessary to introduce a measure of regulation of the 
unit trusts in India* In U,K, andU.S.A*, where relatively snail 
investor be expected to be more alert and enlightened in matters 
pertaining to investments in stocks there is stscial legislation 
reflating the working of the Unit Trusts and Investment Companies in 
important respects. In India, there should be minimum legislation 
to provide for (1) adetjiate diversification of the Investment portfolio, 
(2) a ceiling in regard to investments in one security, (3) ceilings on 
managerial sSid other remuneration paid, to man^igeo.3nt, (4) ftimishing 
of annu^ reports and spditing of accounts etc. 

However, it may be pointed out that the development of the 
Unit Trusts cannot take place without the availability of an ade(|iate 
number of sound securities in the security markets. ^he 

diversification of the portfolio investments of the Unit Trusts and the 
avoid^ce of duplication of investments as anong the various Unit 
Trusts depend on the above factors. 

The establisiment of the development corporations in the 
South East Asian countries is an indication of the widespread 
recognition that economic progress in the underdeveloped countries 
re(?iires concerted public action on an increasing scale. Such 
operations should include both planning and operations. Developient 
Corporations are the tools the services of which the underdeveloped 


0^ Ibid : P.1462 
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countries should utilise in distributing the llaitsd resources most 
effectively to accelerate the process of economic growth, 

One of the advantages of these organisations is that 
they offer the possibility of making available a pool of resources for 
use in several fields* 

To avoid, duplication, the finance corporation should 
undertake only such financial operations as are not undertaken by the 
banks aP-d other fin^cial institutions. The Gorporation shoxild meet 
the long-term and medium term recjuirements of industries arising 
from the exp.ginsion or replacoient of fixed capital. 

The principles on which loans are granted should be giv«i 
due consideration so as to ensure the safety of funds. This recjulres 
a trained technical staff. T'e growth of the ecT-'’ ration device 
in the underdeveloped countries is necessary to give a phillip to the 
growth of large scale and medium industries particularly in respect 
of the provision of the rasciiri aPd long-term credit facilities for 
todustries apd also for promoting the capital market. 




■G H A P T E R I? 


DEFICIT FIKAHCIKG 
Fln^xCing 

In U.S, the excess of expenditure over current re'TOTie 

receipts constitutes deficit f ingoing. According to this view, the 

average of the Imdget through loans also ©institutes deficit 

financing. lii the Indian, sense, budget deficit is recognised when the 

Government spends more than it receives from the pnblic in taxes, fees, 

borrowings, etc. The deficit is met by utilising the cash balances 

with the Reserve Bajak ®d or by resorting to short tens loans from the 

Reserve Bssak, Thus the total deficit spending is e(|ial to the 

difference between public expenditure on the one hand apd tax spd 

non- tax revenue including the profits of public oiterprises on the 

other. Pure deficit is that part of total deficit, which is based on 

the creation of new money and not on the transfer of purchasing power 

from the public to the Government through public borrowing, Hmce all 

pUhLic outlays based on drawing dDwn the past accumulated Governm^t 

balances and borrowings from the Reserve Bm'k of India and the oommercial 

banks through sale of securities thiough them is termed as pure deficit, 

1 / 

The commonly used concept of deficit ftnfipcing to Ceylon Is 
the sum of the net receipts from (k>vemmeait*s lending and borrowing 
operations and the decrease to its cash balances. This shows a change 
to the net worth of Govemmoit reflecting the ch®pge to its balance sheet 
position, and is broadly the same as the net cash operating deficit. 

This concept is of particular significance to most of the South East 
Asian countries because " inflationary and deflationary tendencies to 

m 

them are dosely associated with the increase and decrease to the money 
supply. This deficit is ecfial to the total of the net decrease to 
l7 Central' Bank 'of ' Ceylon Builetto, P,k), Octo^rJ' 1956"" " 







C30venment*s mpee cash balances and the net Increj^^sa to the of 

2 / 

the Cjovemment debt held by the banking system. " 

Accordtog to the Second Five Year Plan of Pakistan, 
deficit financing is indicated by change to some key factors to relation 
to money supply. The increase to money supply should be consistent with 
price stability. It depends on, (l) an increase to national output, 

(2) an increase to the monetisation of the non-monetised sector and 

(3) the increase to demand for cash bailee by firms and 
individuals. The safety limit of ^ increase to money supply applies to 
the whole economy. The Government* s non- to flat ion ary deficit financing 
has to be arrived at by dedaettog from the total the likely monetary 
expansion to the private sector. This limit is not rigid but flexible and 
the need for licfiidity must be assessed from time to ttoe to the light 

of currait inflationary or deflationary tendencies. 

In the Anerican sense, loans from the pubOLic not exceeding 
genuine savings would put idle public savings into active use, iliey would 
be non- ton at ion ary and would merely substitute public for private 
expenditure. 

to the Indian sense, deficit financing would msue when the 
budgetary gap, todudtog receipts from taxes and borrowings, is covered 
by loans from the Reserve Bank of India or the cash balances with the 
bank are utilised, to fact, to assess the effects of deficit ftoanctog, 
public debt held by the Isser-ve Bank and the commercial banks should be 
taken into consideration. 

The Government may use its cash balances with the Reserve Bank 

or obtato loans from it. It makes use of the newly created laoney to 

both Cases and spends it. The Reserve Bank &>es not get the money tv<M 

any body else while paying money to the Government. Thus the net 

^,2/ Ibid ^ ^ 

Government of Pakistan, Second Five Year Plan; PP,6i,t)2, 
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borrowing from the Reserve Bank and the net in Goverrment's 

reserve balances measure the snount of deficit incurred by the Government 
during the year. 

In deficit financing, the main point is not merely the newly 
created money, for that is just etjial to the budget deficit. ¥h.at 
is import^t is the addition caused to the community/* s spending power, 
Govemment receipts redice the spending power of the community and 
Government disbursements add to it. But there are exceptions to it. 

First, foreign receipts and disbursements do not affect the spending 
power of the community. Second, certain domestic transactions also do 
not influence the spending power of the community. Hence a budget 
deficit need not necessarily cause an e^ual addition to the community’s 
spending power by increasing the demand for goods and services. 

In assessing the risk of deficit financing three main factors 

are to be considered. The first is the economic situation of the 

country. When trade is slack and there is unutilised capital equipment, 

an increase in spending power is not inflationary. In industrial 

countries there is unutilised capital ecjiipient, but in underdeveloped 

economies, there is generally scarcity of savings or real resources. Of 

course, unskilled labour is in abundance in underdeveloped countries. 

Second, the productive expmditure in the budget should be tak«a into 

consideration, because it adds to the spending power of the community; 

but it is in a class by itself, (a) It widms employment opportunities 

by bringing unemployed resources into use. (b) It sjugments the revenue 

and borrowing capacity of the Govemment which means that in ftiture the 

For"""''lns tance",' Government "may 'm'ake ''a grant" or m ' Interest free 

of ft;. 40 crores to the Industrial Finance Corporation of India and 
to the Investaait tfid Credit Corporation Ltd., to be used to ©mergene?/. 
This is an expenditure for Govemment, but it fees not add to the 
community’s spending power till the e!Berger!,ey arises. Slmllas^ly, 
the red®iption of loans held by commercial baru'.s increases their 
resources, but the power of the ecu'f-ur.ity increases only 

when the banks use the increased resources by taalton loans to their 
custoaers. 
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Govexxiaont wDUld meet its expenditure with smaller deficit. 

(c) Predictive expenditure aupients capital stock, cheapens prodictl''.n 
and thus the present infLationary txidget has potential anti-infl ati-'-nary 
tendencies. 

Finally, the Cfevemment policy in the non-bidgeta2?y sphere 
has to be taken into view. The .foreign trade policy, monetary and 
credit policy, and the policy of physical controls have to be 
considered in deling with m deficit financing. An excess of imports 
over exports woiild offset the additional spending power created by 
budget deficits, but this reouires foreign exchange reserves through 
favourable trade balance or through credit abroad. Again, the monetary 
and credit policy has to be directed to control Inflation which in India 
was rendered possible through an smaichient of the Reserve Bank of India 
Act under which the proportional, reserve system yielded place to the 
minimum reserve method and the Reserve Bank has been empowered to vary 
the cash reserves of the banking system. Finally, c';>uncdlty osntrcls 
have to be used to check Inflation, 

The following types of deficit financing are non- In a at ion ary. 
Firstly, sterling may be purchased by the Government agajns“ 
its cash balances with the Reserve Bank of India to finance Imports 
of e(fiipment for the public sector. This would redice the assets and 
liabilities of the leserva Bank of India to t3ie extent of sterling 
purchased, but the volume of money in circulation would remain 
unaffected. Sterling may also be purchased against ad-hoc treasury 
bills when there set would be no change in the assets and liabilities 
of the Reserve Batik of India. The drawing down of cash balances wculd 
match the drawing down of sterling balances. 

Second, the cash balances with the public may be utilised 
for econcanic development. With an expansion in the monetised sector 
production would increase and vice versa. Cash balances of the public 
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represent the re^ resources which a aj be utilised through de .. .. c 

financing. A part of the reAL resources of the public i^fould ::e useo 
the private sector, Comuercial banks would provide tne neces 
finance. Gash balance would grow with an increase in indivic...... 

incomes and the scope of deficit financing or credit creation 

Inflation is ifes thus the main risk of deficit fina-.c-^.<.. 5 * 
With a rise in prices, food and clothing may become dear and :.*nst 
living may rise, which may increase the cost of production leao.mg ' 
danand for a rise in wages. It ma^f thus create a vicious circle of 
rising costs and prices. This may upset the calculations 


**' ' ties 


the financial resources. 

Deficit financing is one of the ways to achieve c 
growth. Monetary investm-mt is necessarily meant to serve as a 
combining force which could pull together various productive abi] 
for further production. If it does not serve this purpose, it woulc be 
fruitless and this would be very dangerous if such monetary in.vestnent 
were done with created money income, for it could cause all c,a/-!?ers .na.. 
would result from inflation. There are a number of factors whicn, li 
not controlled or are not favourable, could dissipate tte e., 
of deficit amount, the direct result of which is inflation. 

Inflation may be checked through increase in the prod-uctlon 
of essentia consumer goods and through imports. The latter depends 
upon the position of foreign exchange resources. Planning snouic 
increase prodictlon which in turn should lead to a reduction in tne 
nonmonetary sector. This ^uld re<,iire a large money supnly which is 
proaxced through deficit financing-, Imt it ^uld not be proper .x depenc 
on this factor in the short run, lUrther, deficits need c«ise no 
concern, «if they should be dedinSng in relation to the si^e of 

development outlay Itself over a period of years, for, then tne 

4 - Joseoh 3» Mathai * 

^ Ko.156-Vol.5CCS. July ISSb. 
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counter- in nation ary forces of increased production aiay t>e more 

§/ 

effective and price stability will not be seriously endangered. The 
scope of deficit finsficlng is less In underdeveloped 
countries than In industrially advanced countries. In the latter, 
there are unutilised capital resources which deficit financing can help 
to utilise, tut in underdeveloped economies there is untrained labour. 
Hence the time lag between credit creation through deficit financing and 
the production of goods and services is likely to be longer in an 
underdeveloped economy like that of India* Here full eoployment of 
other resources may be ^nite consistent with the existence of a large 
unskilled labour force which cannot be employed because of the 
inadec|Uacy of capital. Hence according to the taxation en<|iiry 
commission, " the limits of deficit financing, which is not to result 

In serious inflationary conse(fiences, are likely to be reached 

earlier here than in the advanced industrial economies. We cannot, 
therefore, but underline the need for the utmost endeavour to enlarge 
the role of taxation and borrowing in the flnsncing of the development 
programme of the public sector, and to minimise the role of deficit 
financing especially in the longer period following 'fee First Five Yeal 

U 

Plan*” 


There are, however, two types of situation where a Government 
deficit, leading to an increase in money stipply, would be cjulte 

w 

eonsist®it with the objectives of economic growth and stability. It is, 
for instance, possible to consider a part of the expansion In money 
supply as monopoly profits; which are "taxes" acwrding to fiscal 
teisainology, since the Government can alone issue money or it maj be 

6/ Report of the Taxation ISnduiry CommIssicnT~Go^^^^ a; 

1953w*54 P 96*»¥oliiII# 

2 / leport’of*the Taxation Bhtjilry Gomiission, Govemmait of India, 
1S53-54, P.96, 7ol.II. , . . 

2/ U. If., Economic Survey of Asia end Far last ( I960 ) P,106 
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considered as a ■voluntary gift to the Govsr'r'.3nt fr^ciT; th^ eorr;r;unf.i;y. 

To the extent that a community at a given tfcs is -lliing tc hole a 
large -volume of licp id money, either In rss-ponse tc- sr* Increase in tne 
monetised sector of the economy or to a rise in the na’Sicna. iBrsis c~ 
economic activity, the goods apd services ohtai'ci hy tb® Oc^verrioents 
in Initially ' issuing money become a free gift to it, ?’'-et!icting s-icn 
an Increase in the d©aend for holding money; plsr-cfng .^athcritie-s 'is 
Burma, Ceylon, India, and Palsistan have cou?itec a certain amc'T.t ci' 
Bionetary expaPsion among the financial resc-irees for their rlsh o-i'G3.ay3 
The second case is provided b'^ short tens, siteatims oniere 
fall in money incomes arising from defl. ationary ccr. iittens In 


a 


domestic ^d foreign trade is counteract®;' oy 
deficits. India, for inst^oe, experier;ceri c 
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expaidi-ture apd money creation on Goverrrient 
( 1954-55 ) of the plan, mainly to compensnt; 
effective doaapd in the economy. There xras, i: 
between the short term policy of stability 
developa^t, 

^d^^t Obfl-cAls 

The countries of the region In tr.cir to us3 AJ-scai 

policy for directly apgaentlng the properti-^n of predictive 
expenditures in the economy had to face the basic nrcDiem o" rising 
pressures of demand on the limited resources bass, 'iriis has oeon 
generally reflected in budget deficits In a. number of ccuntries. The 
ma^or exception is Mainland CJhina where siirpj.’.is«s r-:,-'.-... 

years between 1963-58, with the exception of The rs-a^iibic-e mi 

the trends of budget deficits in the ornin trios have been caused by 
the developments and the policies affecting Gcveniaent expenditures and 
Only in Ceylon, Malaya end Phaipplnes the deficits were 


pevames# 
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smaller thari one- third of Government outlay. 


2 / 

i S r '‘‘V ; 

( Percentage of the Government E3q)enaitares ) 



.(?QUa.b.EY.,„ 
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1 

Biiaa 

11 

26 

15 

42 

20 

31 

Ceylon 

14 

-10 

-11 

- 3 

10 

11 

China Mainland 

- 1 

- 6 

- 1 

6 

- 7 

- 2 

China Taiwan 

27 

27 

30 

28 

32 

KTX 

Federation of 

28 

26 

8 

12 

12 

29 

Malaya 

India 

20 

24 

29 

31 

33 

do 

Indonesia 

13 

23 

13 

8 

20 

34 

Ii aos 

29 

43 

63 

58 

42 

64 

Pakistan 

20 

29 

14 

21 

38 

30 

Philippines 

14 

6 

9 

15 

5 

4 

Thailand 

26 

27 

23 

15 

26 

17 

Vietnam 

29 

68 

67 


40 

- 


In many countries dnrlng the post-war period hudget deficits, 
inter alia, contrihuted to inflationary conditions. Rie persistence of 
inflationary conditions affected also the b^ance of p BTl ts afitid 
vice versa . Where forei^ trade was free of controls, inflation 
increased imports and adversely affected exports resulting In balance 
of payments deficits. However, such an outlet was available only to a 
few countries. In most countries import reAictions only strengthened 

the inflationary forces let loose by the increase in non-consumption 

10 / 

spending. 


The deficlaicies on the revenue side were ooopcunded by 
problems on the expmditure side. Expenditure grew subs tan ti;d,ly wi'Hj 
the increase in population, urbanisation and growth of the e<x3nc«ny. is 
it is, social services expected from and promised by national Governments 
of the region also increased, (lirrent Government expaaditure continued 
to grow in response to the demands of a developing economy and a changiag 


£/ U,|vT,:Hconomic Survey of iisia sid Far East 196C, l 

10/ Ibid s P.104 
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society. Is a result, deficit flnsaiciiig was relied upon to take care 
of a substantial part of Government outiats. Borrowing from the central 
bank combined with secondary credit expansion by commercial banks 
exercised m expansionary InfLuaace on money Inocaaes and effective 
demand at home. The weight of domestic inflationary pressure varied with 
the magnibide of budget deficits, the availability of foreigi aid or 
past accumulations of exchange reserves and the employaent and 
effectiveness of countervailing monetary and non-monetary controls. 

Isiiab t_i^f . 

The impact of budget deficit on the national economy depends 
to a large extent on the method of financing employed, aidget deficits 
may be financed by domestic borrowing from the public, from commerci^ 
bsffiks and from the central bank, from the public In the 

domestic market In so far as it rectaces private spending trsflnsfers res! 
resources to the Government, Borrowing from the commercial banks would 
lead to a decline in the liquidity of the banks and shoiild tend to 
reduce commercisl bank lending to the private sector. On this 
presumption, it is Included In borrowing from the public in India. In 
most of the South East Asian countries, however, the centra banks have 
pledged themselves to support the security markets, so that commercial 
banks regain their holdings of Government securities as cash. Under 
such conditions or where banks hold a high ratio of cash to deposits. 
Government borrowing from commercial banks has the saae results as 
borrowing from the central bank, except that ttie latter creates a has® 
for secondary expansion of credit. 

External Fin ancing of Bud get mislM 

Financing budget deficits by foreign exchange holdings of the 
country or by a net inflow of foreign aid and loans, provides addition^ 
means 3n real resources an<3 creates an offsetting balance of payments 
deficits. If the Government uses foreign exchange accfiired through any 
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of these meagis to import goods ahd services from aorc 3,5,, there is no 
increase in effective deaand at home, Cfe the other her-dj the ‘So’/emrsent 
may decide to make purchases in the home market, raisirr sffec-'cive 


demshd, which is satisfied by letting an import s'-irplns ensrrs, ”hiis 

in tarn is financed by a decline in foreign exchajcgs reserves. In- 

bo th forms the financial effect is the sane, althDuhh ki tho latter 

situation effective demand Is raised toaporarily. In citrier case the • 

net domestic impact of the budget deficit is red^-cec by the size of the 

bslance of payments deficit, which may be finmc&d by fcrei.gr; aid or 

by running down of foreign reserves. 

For some years, the value of foreign grants shd lo<-g?.s to 

the South last Asian cotmtries has a tendency to rise, Reiative to 

their size and population, Caabodia, China TaiwsP .5 lacSj South Yietnam 

and Nepal are among the largest recipients of foreign rutlic aid, The 

U/ 

aid financed most or all of the budget deficits in several 3^ears« 

Countries like Indonesia, which could not fall back upicn foreign assets 

to offset their budget deficits, experienced inflati-nary pressures in 

their domestic economy. Oilers like Ceylon, maintained fairly stable 

1 9/ 

domestic price levels at the expense of their foreign assets. 

Selected Case Studies of I^efic It Financing 
INDONESIA 
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Money Creation 

-1.56 
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on balance of 
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2J/ Ibid : P.108 
12/ Ibid s P.3J09 
12^ Ibid t P.llO 
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post Korean War recsssicn, the Inaonesisn, b^^i'-.ce of p r/'T;ri 3 nts position 
had been continuously under presrure, ?h® heavy drain on reserves forced 
the Government to give high prlx^rit^r to the preservation oT extain^ 
stability in formulating economic policies* 

With large aagnitides 
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supply. The situation deteriorated farther in 1958 . It was net sc sue? 
a pressure on the bal-^ce of pal^nents as a con'^inu, inp rise in internal 
prices which was the result of falling isportsj domestic Easiness 
disorganisation, declining pro diction, speculative -s-’crnlov-ica!. tendencies 
leading to capital flight and a steeply rising money su.prly die largely 
to mounting budget deficits* 
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This is 5 ho'/evarj beset *,-;ith risks for th® 


economy tml ess foreig- aid becomes a'v'ailable in compensating .snourits, in 
on current capital outlays ifias stepped up* 


1959 , the budget deficit Increaseo sharply as ^3o varment experdit.are 'octh 
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balance of paya'sits deficits was not .sufficient to offset fully the tspe.ct 

of the budget deficits, a resu.lt the money ffipply rose and ilE fnreiim 

assets fell. The slmcst continuous f?ai in the forelip?, assets re^ic-sd 

thoa from the level of ” 744, 7 million .at ^ the ©no cf list to 

.Mk/ 

172. 7 million at the end cf December 196C,'’ 


2^ Ibid t 111 

15/ Cmtral of Oeflon inru-al Report, 1.96C, Table 7£ 
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114 
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In Pakistap. deficit financing has befai taipered by the concern to 


maintain a degree of stability, although price levels reoained under 

pressure, mainly because agricultural production, particularly food 

12/ 

production, did not rise* 


The First Five Year Plan of India envisaged safe deficit financing 
to the extent of Bs.290 crores. The gap of !fe. 655 crores was to be met from 
flirther external resources or, In the absence of it, by additional measures 
of internal ta^cation ^d borrowing and from deficit financing. 

During the First Five Year Plan period, deficit financing was of 
the order of Ih.400 crores as measured by the actu.al net addition to the 
Treasury bill lK)ldlngs of the Reserve Bank and the draft on QoTemmmt cash 
b^ances* Of this anount, deficits of Bs.XOO crores andF?,l60 crores are 


estimated to have occurred during the last two years of the Plan. They 
were sma3.1er than the budget estimates mainly becgpse of a shortfall In 

outla3?'s. Irx 1955 the price level show-d a fuHj but it began to rise 

after 1966, 

uTiTTiconomic Siirv^y‘'’’of Asia ?ar llast 1960| F.li4 

12/ Ibid # P.116 ^ ^ ^ X .. 

j£/ Report of the Taxation aicjilry Gommission-tJovemment of India, 

1953-54, P.96, Tol. II 
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The price trends npto 1956 in India 
following table, 

44 




Month I Ye a? 


|a2?ticles graw gmamifact- 

g pateri^s gnreg 


: f2 ‘T’ 


iprll' 1954 381.6 

^rH 1956 283.6 

April 1966 379.5 
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The extent to which deficit financin'!; was 
the second plan period depended upon the follcwtnr' 


ha 7^- 0-1 p: f5 7vr.pT)‘ r^j 1 r* in 'i? 


•■n. ■' 

Tfilr •■'■ 


First, -unemployed and undersaployerl resc-irees coi;ld b® ennlcyed 
more fhlly to .initiate a process of higher incoius -ar.d higher invostjasnt. 
Credit was, therefore, -to be in advance for the ado it ion oj. saV’ings 

that -would be forthcoming In the future from th® larger incomes. ”enc® 
some Initid. credit creation was ah essential part of the dsvelopaent 
progrspime, but the scope for the use of deficit fln.3nciii3 in -on rier develop 
countries is small. 

Second, deficit financing was justified because .a large.r inone^r 
supply was to be needed with an increase in no cons, anc with expsJision 
of the monetised seefcor as the plan outlay was incccrrcc. 

Finally, the apparently larger ludgetar?/ de.ficlts of the First 
Five Year Plan did not produce adverse consejliencoc. 

The panel of economists wrote in this contsjoc that ‘deficit 
financing is thus not necessarily slways dangerc-uss it is the timing and 
magnitude of it that is of crucial importance. Deficit financing 
undertaken while the economy is al re ad:!*^ ■under inslatlcnary presctire, or 
in such -VDltime as will rapidly generate inflationary effects, nas to ue 
avoided* . 

19/ Report on CJurrency and Finance for l9-:>-.~o 6. Statement 19 
m/ Fr^ework of the Second Five Year Plan of India s PP.134 and 125 



Zy Prepared from tiie report on Otirrency and 
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rresponding rise was of the o?d' 
21/ lii dT'^tiSiit^g *■ ■ig6'o:::6ir 


h'«?'^o,ob cro 


23/ Reserve Bank of India Billetin. Taole 17, F,5oi 

24/ Ibid : Tame No. 3, P.505, April, 1964. 
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The scope of deficit financing in the Third Five Year Plan was 
^'visage<5 in the light of two factors. First, prices rose by about 
20 per cent diring the Second Plan period. Second, there was no cushion 
of foreign exchange reserves that could be drawn upon to offset the 
adverse effects of deficit financing. Hence the Itait of defiet financing 
in the Third Plan was kept at the miniaum warranted by the genuine 
monetary needs of the economy. 

There is, however, no precise way of estimating the limits of safe 

deficit fin^cing. Increase in money supply takes places not only through 

the tudgetary operstions of Government but also through credit creation 

by the banking system. Both these have to be viewed together and their 

appropriate limits decided upon in the light of relative reduir^iaits as 

25 / 

well as what the economy can absorb in the aggregate. Therefore, daring 
the Third Five Year Flan, deficit financing was limited to Tte.SSO crores 
out of a total public expenditure of Br,. 7,500 crores. This is exclusive of 
the direct extension of credit by the Reserve Bank to the cooperative 
agencies. The aaount of deficit financing that can be undertaken has, 
however, to be judged from year to year In the light of the emerging 

e^'conomic trends. What is rediired for implansnting the Plan, whether in 

» ^ 

the public or in the private sector, is the real resources and these 
depend upon the rate at which production goes up and the extent to which 
the comrainity is prepared to defer consumption and enlarge savings. 

Deficit financing within moderate limits has a place in development 
planning, but if it adds to purchasing power undaly at a time whm the 
need is to keep it down so as to restrict consumption within the limits 
provided for the pi an, the conse(|iences to the economy can be highly 
deleterious* 

In the first two years of the Third Plan of India the aggregate 
deficit financing accounted forBs.33 crores. The budget estimates for 
3963-64 put the figure of deficit financing at fe.341 crores, while *fess 
^ Third Five Year PI ^ of India? P.99, end 100 ~ 
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according to the revised estimates it accoiints for P'.ISS crores. 

According to the bidget estiaates for 19o4-S5, deficit fi 2 i;sncing is 
expected to account for %,86 crores.For the fifth year of the Flah the 
scope of txidgetary deficits will natur^ly have to he judged in the 

light of emerging circumstances. During this period the general price 
index has gone up by 10 points and price level is very high. 

• In the post war period a number of underdeveloped {x>imtries 

financed their economies through deficit budgeting, first, for 
prosecuting the war and later for reconstruction purposes® This resulted 
In a good deal of inflationary conditions and monetary instability. The 
underdeveloped countries cannot rely upon deficit spending as a short read 
to fhll employment and hg higher oxitput. The prevaloace of nneiployKent 
and underemployment in ^ over populated underdeveloped economy is to 
the lack of complementary factors of pRjdaction that be combined '.’Ith 
labour and not because of the lack of monetary demand, ’’This is a long 

W 

run problem calling for a long run solution,” A solution to short mn 
unemployment is sought through an increase in investm^it. The 
underdeveloped countries need invest in a vfay which may increase the 
productive and employment offering capacity of the economy over a period 
of time. This can lead to a solution of the long-run problem of 
un der-employm en t . 

The policy of financing budget deficits in underdeveloped 
countries by money creation is fraught with danger. Unless the ma^nifede 
of such deficits is kept within reasonable limits and is adjusted 
periodically to the changing economic climate serious pressures may emerge. 
Foreign exchange resources can only be drawn upon to the extent of pier 
accumulations, which are generally small in the countries of the roglcn. 
Attempts to preserve foreign exchange, to which state the country Is 

■]lijuL_jMi__.jMi.iua»i.riwi«riMTrTrrTrii ri irm i n— ~ tit— — — r— — — n‘ — r—-— 

26/ Fisc^ Policy in Underdeveloped Countries with Special Heference 
to India s B.I.Chelliah; P.33, I960 
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soon driven, iDottle up inflation within the csDuntry giving rise to 
progressive increases in the cost of living, wages, and the cost of 
prodw-ction. The operations of this vicious spiral, stL though delayed by 
price asntrols, eajn hardly be checked unless domestic pro<&.ction rises 
even though with a time lag. Otherwise, where national output is not 
rising or is rising at a slower pace, the Increase in the price level 
may gain laomentam as the Government is forced to resort to larger deficits 
in m attempt to divert itself of the responsibility of raising a constant 
or increasing magnitude of re^ resources. 

The problem with regard to deficit spending Is not whether it is 
feasible or not, but how far it can be applied as a resource mobiliser In 
the development progrsnme. Deficit fteancing disburses money income sand 
if that is converted into real income, there is nothing wrong with it. 

Deficit spending to be effective must be channelled through proper 
planning, so that every unit of deficit InAiced aaount must he transformed 
into real income, although a tmporary inflation may develop due to the 
time recjuired to turn out goods and services. The planners must see that 
the temporary Inflation aet In wuld be within the limit of control. 

When the economy overspends, the various Income receiving organisms 
must not spend it on the consumption sector. But instead the overspent 
aaount ought to go directly into the investment sector. The deficit 
spending can be resorted to only to finance investaent spending in the 
productive fields. In other cases, it may mean inflation. In the case 
of deficit spending, the inflationary ma^iitude and the tj®t period 
must be detemined so as to avert my reverse repercussions that may 
result from the deficit programme. Gmerally, the investment In stert 
run yielding less risky projects may preferably be financed with created 
money income. 




7 


The eeitp^ systeoi is the p^c 'l-sr?. r©". ”3 

the very nucleus of credit ^<3 cairrency of a cr'ra^rT* rr.e f^.nc 
central bssnks are not sfeiple, but vary acccrdl-p tc ths srocifl 
characteristics of a nation’s economy, to t/i© tiies, aud to tho 
in the economic structure. The role of the central, lanlcs carrv 
their traditional Sanctions, esneciallT the pci icy oyjsetives 1 
regulating credit and currency, has changed ^.ntH the ttr.es. and 

it has Varied according to the form of the nation jC. seonersy at 

1 / 

period. Before World War I, the statutes of to* oarin cove a li 
operations in which it could or could not en.osces In '"’le- statu, 
the central banks created after the First 'do "Id War 5 to* ctj’ect 
limited to the regulation of the monetary cireal aticn ,tcr secrar 
■ stable gold value of the currency. 

Under the Gold Standard, the value of eir^enoy o-as link* 
Value of gold, and Importance was attached to so-tiring in.2tit!it 
the stability of currency value by aakin-g an incroaso or ,d,*-cr3.; 
bank notes depend on the variations in the gold stock, i-,;' thi 
institution^ stability of cur.rency value xas? tioie, cor 

mean the stability of economy itself. Her.co the :po 1«, vr-,ic’n tl- 
bank was expected to play, was centred on the a.cn j.oYC"i*r.t of c" 
objectives such as a business cycle policy. 






iV6S 


... 

: 'L, V' 




The transition to the managed currency syor-r 
to have resulted from the experience of th-o yl d st; 
managed currency system attempts to liberate th* 
currency from the rigid restrictions of gold unC to 
donand of currency by virtue of a conscious pci ley. 
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policies of the centrsl b^k have come to embrace various factors of 
tasiness cycle policy, the fcnctions of the centra batik have 
become far less simple thap in the days of gold st^dard. 

In conse(|ience, the pro bleu of the purpose of the centra b^k 
under the managed carrency system has become very cmcial* One view 
is that the managed currency system is a foratila not only for securing 
the stability of csirrency v^ue through the conscious adjustment of 
the volume of currency mainly through the central b^k mt also for 
promoting thereby the stability and of the economy, 

Ihis, however, is not to say that the import^ce of maintaining 
the stability of csirrency value as the major policy objective of the 
central bank has been reduced. On the contrary, it may be said that it 
has become evai more important under the managaf carrency system to pa3’ 
closer attention to the stability of currency value. Strictly speaking^ 
however, the stability of currency value is not directljr linked with tie 
stability apd sitpansion of the economy. Thus a new problom arises, 
namely, whether the policy objectives of a central bank should ^so 
include considerations for the stability and expansion of the national 
economy. However, the objective of a cmtral bank insists in the 
•supplying of sound currency^ defined as the supplying of currency 
necessary for the stability and expansion of the economy while 
maintaining the stability of the currency value. The stability of 
currency vslue and the sound development of the economy, or in gener^, 
the stability and the expansion of the national economy, are objectives 
which must be attained ultimately side by side. 

According to one school of thought the stability of currency 
vsO-ue X only should be considered as the purpose of the central hank 
and that the Bank should devote itself to this objective, inasmuch as 
ewncraic development tmds to be emphasized In actual policy to the 
neglect of the stability of currency value. The maintenance of a sound 
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credit aJid c?J.rrency systea aPd the stability of the currency v^ue are 
the basic afid essentia conditions for the malntenj^ice of ai orderly 
exchahge economy afid for the promotion of economic stability and 
expansion. 

Indeed, these points cannot be neglected. However, the 
mainten^ce of currency va^-ue c^mot be assured by the policies of 
central bsnJ^ d-one, and in the second place, the stability of currer-cj^ 
Value does not necessarily me^ the stability and expansion of the 
economy. Regarding these points, it is necessary to consider the 
relationship between economic policy, especially fiscal policy and 
monetary policy. 

Under the old concept of free economy it was recfiired that the 
scale of the Government’s budget be as sm^l as possible and that 
the expenditures be bal^iced with revenue. To-day, however, the view 
has be<x>me prevalent that public finance should be a positive factor for 
the stabilization and expansion of the economy. In other words, fiscal 
policy, side by side with the monetary policy of the central bank, 
contributes and is expected to contribute towards the stabilization 
expansion of the national economy, which is the objective of economic 
policy. Monetary policy, through adjustments of the supply and den^^d 
"of currency or through regulation of credit ^d currency, and fiscal 
policy, through choice of the scale of Government expenditures, the 
kinds and rates of taxes and the amount of surplus and deficit, are 
calculated to promote the stabilization and expansion of the nation-al 
economy. 

Fiscal policy and monetary policy supplement each other, and 
the choice of what relative Importance should be placed on them depends 
on the conditions prevailing at the time, Gener^ly speaking, monetary 
policy is effective in curbing business boom excesses, ^.^ile fiscal 
policy is more suited for combating depression. Birther, the two 
policies ha'^ing their respective fields of action, any proper choice 
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between the twD should take into account the nature of the field in 
which the policy will be utilized. 

At any rate, as long as the two policies are destrlned to 
pursue ultimately the comraon goal of contributing to the stability 
an<i expansion of the national economy, monetary policy is called upon 
to maintain an ultimate unity with the Government’s economic policy, 
particularly with its fiscal policy, ISie stability and expansion of the 
national economy depend heavily on the Integrated operation of these two 
policies did the close cooperation between the Government and the 
central bank is important in this sense, 

"What can be regarded first as an objective of the c^tr^ 
bank’s operation is the stabilization of currency value. The c^itrsO. 
bank’s monetary policy is aimed ultimately to serve towards the 
stability and developnent of the national economy, and this can be 
achieved through the operation of the central bank’s policy in a 
mdiner assuring the maintenance of currency value. Recently, the 
scope of central banking objectives has been osnsiderably broadened. 

The Ma<^!^illsn Cfommittee, the Radeliffe Committee and the Keynesian view 

w 

are further important lan<tearks in the evolution of c^atral banking. 

The preservation of convertibility of monetary unit into gold, stability 
of exchange and stability of purchasing power were the main objectives 
of centrsil banking policy before 1930, The Haddiffe Gomralttee laid 
anphasis on employe ent, internal purchasing power and steady economic 
growth as also on strengthening International reserves to finance imports. 
The stabilisation of currency value is considered as the most 
important objective of the operation of the central bank. The aim of 


the monetary polici?' of the 


centra bank ultisiately is 


to ensure the 


stability d3id development of the national economy, Economic gro'?rth 

2/ Sha 2 ma,""K.K. , The Bole of Monetary ForTcy'"in""'?rdmid Iconomy 
in India ( 1963) in press, Also see Sir Oliver Franks, 
Reflections on Monetary Policy*, P,7 (1960), 
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csji be attained automatically if stabilization of currency value is 
pursued as a target and full aaployment too is ^ objective that should 
be pursued on the premise of stability of currency value. The importance 
of the stability of currency vslue stems from the fact that it is 
genera).ly understood that a commodity may be purchased at about the 
ssne price as previously. This confidoice in stability is the 
foundation of the monetary exchange economy, in Impaiiment of the 
stability of the currency value betrays this confidence, which leads 
to a collapse of the economic mechanism. This is, however, subject to 
two reservations. Firstly, the stability of the currency value csffinot 
be attained through monetary policy alone aid sewndly, it will not 
necessarily lead to stability of the economy in generd.* The fiscal and 
monetary policy should be in eqfillibrlum. In other words, the Qentral 
Bank Statutes in underdeveloped countries should lay an adecjuate 
importance on promotional activities, nanely, promotion of banking, the 
setting up of Institutions to provide term credit for agriculture and 
industry, to create a stable security market and the like. The following 
pages indicate the role of central banking in underdeveloped ecxsnomles . , 
in recQtit years, particulaHy since the 1950* s. 

Iconomic Growth as an Qb.1e.c_tlve of Monetary Pollgy 

>fThe broad objective of monetary man agem®it is to assure the 
distribution of the monetary flow or Income in such a way as to place in 
the hands of the consumers sufficient means to purchase the output of 
consumer industries and in the hands of investors funds adccuate to 
maintain the existing production and expand it sufficiently to meet the 
consumption reijiirements of a growing population with a rising stg^dard 
of living,* 

The credit control machinery has three main objectives s First, 
to restrain dangerous business expansion, second, to prevent bulking panic 

- I -M il 1 11 I - I | - I M Iifiiir n — 

Goldenweiser, E.A, , Monetary Management : P,5 
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an Case amte financial tension should develop, and final-ly, to 

4 ?/ 

stimulate recovery in the event of a substantia business recession. 

The effectiveness of the monetary policy is conditioned to a 

large extent by the pace and pattern of economic growth of a country. 

It ^so depends on the origin and channels of stimulants for growth 

and the role of Government Tinderta^ing investment and regulating it in 

the private sector. Proper monetary m^agement can bring about economic 

stability by exploring the possibilities of increasing production 

without affecting the level of consumption of the community by 

controlling the supply of money. In an underdeveloped economy, 

additional money is required to develop the country's productive resources, 

The monetary authority through its monetary policy creates additional 

purchasing power. As Bach has said, " monetary management is supposed 

to regulate the availability, cost and use of money, both in 

aggregates and sepients so as to maJfce the mayiniura contritution to a high 

§/ 

level of economic stability,” But, exclusive reliance upon monetary 
policy as the means to cope with inflation is a dangerously one sided 
weapon. Thus, monetary policy alone caunot meet the aims of maintaining 
economic stability gjid full employment of resources, but in eor 4 ^unction 
with fiscsa snd other policies, monetary policy can play a significant 
lole in taking the economy to more stable level. Monetary authority 
cannot enforce investment, but it can, to a certain degree, control the 
money rate of in|erest. The goal should be sought through coordination 
of monetary and fiscal policy, "fionetary managfflient cannot in itself 
prevent dise{|uilibrium from developing individual branches of production, 
which may eventually affect the general trend. The importance of such 


^ Moulton. H.G,. Controlling Factors in 3ccr„omic Development. 

§/ The statutory' duty of the Central Bsnk of Ceylon is to maintain 
internal monetary stability. See I.B.R, D. : The Economic 
Development of Ceylon 5 P,127 (1962), 

£/ Federal Reserve Policy Making s G.L.Bach : 33 
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disecfxilibrium cannot, however, be imderestis, sited* £L1 these problCTs are 
on the terderline betweai monetary management and general economic 

mm/. 

planning.” 

In a developing economy, price Inflation has to be kept under check, 

Governmoat expen dihire should be held down to what is urgoatly necessary 

and less reliance should be placed on deficit budgets. Ihe tax system 

should be properly desi^ied to mop us unpro^ctive investment and to 

divert that into productive chsainels. We should use the cash surplus 

to retire Govercment securities held by the Central Bank and commerci^ 

banks, thereby reducing the volume of resources and deposits. Wage 

inflation caused by increase in wages in excess of productivity should 

be resisted. Efforts should be made to restrict consumer credit. 

Savings bond campaign should be intensified. The development of the 

security market should be encouraged, while speculation based on 

unsound principles should be checked, and finally, all these measures 

should be accompanied by methods, such as, limited allocation, 

rationing and price controls in special areas. 

The monetary and banking systems must be made highly flexible, 

otherwise as Hanson has sai^, ” it would be an easy matter to stop a 

man from becoming excessively corpulent simply by strangling him to death, 

A sufficient sharp curtailment of the money supply ojuld indeed (jalcKLy 

end an inflation. No one denies that, tut a prograame to stop an 

inflationary development merely by reducing the (juantity of money is a 

dangerous device. Moderately used, it courts the failure of 

ineffectiveness, pushed to the needed fanaticail extremes, it courts 
8 / 

disaster,” However, some monetary restraint is necessary and desirable. 

A judicious use of monetary policy and a firm use of fiscal policy, 
minlaum direct controls including allocation of scarce materials for 

fZ/ Monetary Reform in Theory and Practice; (1936); Pawl Einzig:P,126 
S/ Monetary Theory ^d Fiscal Policy; A.H, Hanson : P,163 



( 149 ) 


5.nage!ient is the flinetic-n oi' Gentral B.anldJig, 


lo IS 


throwgii nonetai'y "laiiageaant that the Cent.^^al -'anj’ the process o: 

econoaic develops! snt oossiola si'iooth. The variciis credit control 


~a!ii en us 


irz o 5^1'’ f' 


f’ 4-%^ ric 


!s fcSjience o' 


sciiep "flar-'0?-t mc- aon crc.: 


creoiG* .!..ae ?jSn'c.raL asp.;: ao. a gro'jjoi? econo.ap -no a mlv acos as 
credit restricticr. raachleery, hit' it has to see that genvme cre-'it 
recp-ireaents are properly rset. Its siain l\!-nction is '^rs direct the 
, e:q;^slcn oi’ credit and -.Tioney supply in such a waY as to ensure the 
ililfilaerit the Isginate rec^iireraents of industry/ and trade raPd 
p revolt the tise of credit for ■unproductive and speoilative purposes. 
That is trhy in recent years the lesarve Bank’s monetary policy has 
been one of controlled exp, ■vision - a policy of generj^ restraint 
alongside action to augment 'the flov of credit jnto specific sectors. 

9/ 

in -c articular agriculture. 


The economic groartn of a country also depends on tne wording 

-^cl, organisation of the capital market. It ,is through this that 

inves'teent funds are ch,aanellisea into useful avenues of production. 

According to Lavington, "it is the iiusin.ess of the capital market to 

facilitate .the raovaaent of the stream of com;i; 3 pd over capital to the 

points of highest yield - by so doing, it enables control over resources 

to pass into the hands of those ^^rho can eaploy them most' ef-'.'ectively, 

thereby, increasing productive ea'Daeity ,gnd sweT.lln,g the national, 

2^ 

dividend. A xfell developed capital market makes the monetary sin-t-m 

very jtlexible and sensitive so as to bring it vithin the orbit of 

monetarv control. ’’The better develcoed the market, the more effective 

, " ‘ 11/ 

¥ill"'’be the no. bn a), machinery of Central Banking.” Thus the proper 


S/ Report on Currency ahd finance, Reserve Bgnk of India, 1 S;j 9-S0,P, 33 
10/ Rioted from ’’Problaas of Monetary Policy in Underdeveloped Gountry”*, 
D. H,Khatkhate; F,32 

11/ Centra Banking in the British Ibminions : A.S’.U.^l'umpter, p,4 
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■working of a monetary policy in an underdeveloped country depends on a 
well-developed capital market. The success of the policy of the 
Central Bank to promote investment depends largely on the organisation 
of Capita, market. 

In underdeveloped economies, the total volume of savings is 

small end conse<|ientiy the domestic capital fonaation in such countries 

is ^most negligible. In most of the ■underdeveloped countries of Asia, ^ 

due to low level of national income and high propensity -fco consume, 

a large number of low income earners have hardly the capacity to save. 

The capital formation conseijiently is low and the rates of interests 

are high, ” In some countries, which are in the vanguard of economic 

progress, net domestic capita formation is 10 per cent of their total 

nation^ Income or more, while in underdeveloped countries, net capital 

formation internally forms not more than 3 per cent of their ■tkjtal 

12 / 

national income.” Even these savings of the community in an 

underdeveloped economy are not adequately available for investmait in 

fixed Capital owing "to extravagant consumption expenditure by some of the 

large income earners, the high lic^idity premium attached to gold and 

the desire to invest in land. Tins the scope of monetary in anagonent to 

direct the resources for investment in prodictive purposes by the central 

bank is largely limited because of inadecfiate growth of banking and other 

financial institutions and becspse of the predominance of the 

non-monetised sector in the national economy. 

In India for instance, in 1930, the Central Banking Bfecfuiry 

12 / 

Cbmmittee hazarded the estimate that the unorganised sector of tiie 
money market financed about 90 per cent of the total internal trade of 
the country. Since then, commercial and cooperative b^ks have growa 
steadily and to-day about 60 per coit of the financing of industry and 

T?y tl.M. .M'6asu^s~'for‘ Bcon^^ Development of Underdeveloped 

Countries? P,35 

13/ Heserve' Bank of India Bulletin s August i960, P.1105 
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trade is done by the org^ised sector of the money market, BUrther, 
there is a sub-area of contact between the unorganised s^d organised 
sectors with the result that the scope of monetary managaient is 
expanding and is at present by no means insignificant. 

The method of financing investnent through credit and monetary 
expansion is severely limited, because of its Inflationary potential, 
even though it may form a significantly larger percentage of the total 
investment expenditure. Owing to increasing state participation in 
econoiaic affairs, tapcation and borrowing are called upon to play m 
ecfially important role in meeting the shortage of finance. The whole 
productive structure in a backward economy being more rigid, the rate 
of growth of real output is likely to be less than that of monetary 
exp^sion with a serious threat to the stability of the economic system. 
The Central B^k helps economic growth in several ways. First, it helps 
in orgsffiising the money market by developing the bj^iking institutions. 
Second, it brings about an u integration between the various baking sfid 
credit institutions. Third, it helps in the setting up of institutions, 
which go to make up the capital market where commercial securities like 
eijiities and debentures can be created and sold to the public. Again, 
it regulates the monetary and credit policy in such wise as to secure 
monetary stability, which is conducive to the raising of domestic and 
foreign resources for financing economic growth, Hirther, it oantrols 
credit and distributes it in the various sectors of the economy so that 
comparative stability of price level is maintained and exports are 
promoted to eam foreign exchange. However, it also prev^ats resources 
from going into the speculative channels. The Central B^k also advises 
Government from time to time on the pursuit of a systematic fiscal and 
flnsncial policy, which may be helpful in raising the necessary internal 
and external resources .for e<X)nomic growth. It is not, of course, 
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incsMbeot upon the Goveiiiment to accept the a<ivice of the Centra Bankj 
hat usually there is cooperation between the two, so that the fiscal 
policy of the state may m h^d in h^d with the monetary 130 *^ "bll-S 

Central Bank, 

Centr^Bank end Industrial Finance 

INDIA., s The expanding role of the Reserve Bank in the field of 
indastri^ finance is a featare of the Indian Central Banking systera. 

The need for speedy industrialisation on the one hand the lack of 
ade<|iate facilities in the domestic capital market on the other clearly 
pointed to the need for adapting and enlarging the In 

structure so as to meet the medium and long terra credit re oalr aments of 
the industrigO. sector. Recently, a number of institetions have bean set 
up with the help of and under the guidance of the Reserve Bank of India 
for underwriting commercial securities and for making long tena lo.a;cs 
to industries. The Reserve B^k of India is a shareholder in many of 
these institutions and renders them, especi^ly the State Fin-snci?^ 
Corporations, much assistance in their org^isation and working. 

The Reserve Bank has contritxited to the paid up capital of the 
Indistrial Fin^ce Corporation of India and of the State Financial 


Corporations. It has subscribed In part to their bond issu.es also. 

It also grants loans to them and to the Refinance Corporation and the 
Industrial Credit and Investment Corporation of India, It gives 

, w 

short-term and medium-term credit facilities to these institutions. 


c::iN.A K .aINI, up s The People's Bank of China grants short tern lo.?ns 
for the working capital to the public and the cooperative underta-'-j-n .'s 
and to the private finss. It issues state bonds and promotes savin.gs sots 
c^paign. The Bank grants credit advances to enterprises aj.id 
institutions according to their Plan allotments irrespecoive of tieir 
assets. The Bank also keeps a watch on the progress of the FIjic the 


See Reserve 
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Cannot exceed a year. ” Credit is i?ix*&n directly boi t.b 




Bank is recfdired to deal with the Iss-aes on 
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knowledge and contact. 
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The Union H^ik of Burcia yncerfcok ■nest of the 


preparatory ’^ork in the setting uy 


c 1: 'I h - -Ga'* ■■■* ^ ol ^yn 


country. Within four years of its Inception, the 'hsnk had opened eleven 


br^ches and its deposits rose fro'u Eyat 11 ’cillicn to Eyat Sog nllllo: 
The State Gomraerci;^ Bank makes "rorkhi.t ca-oi 


r.a.:Ui--ri,i available to 1' 


industries* Since 195?;, the Union ^:isrik of .hi an, a h;; 
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terra loans for economic development by p'ar-cha3i?-tg debantibres, -.vhicli are 
gnaranteed by the Govemsient, ’’ Bat in comparison with a number of 
other •anderdeveloped countries these loans have not been sxcss.sive. 

The total amount of debentures h€ 
at over Kyat 340 million or 25 ps 
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negotiability and create a market fer these Government gaarantsed 

securities* 

CSIXON ^ MJa^JCa :The Central. B^ik of Ceylon establisneo th.© heveiopment 
Fln^ce Corporation of Ceylon, which provides finance tc new private 
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investment stood at about B,1C million, 1: 

ecxsnomSic develops ent in the public sector ; 

12 / 

capit^' expenditure. The Central Bgjik of Malaya has the power to 

purchase, sell, discount and rediscount inland bills of exchange ^d 
15/ Few Bconomy of China; Dr. Gysn CSiand; P,303 

16/ Central Banking in South and East Asia; S,G. Davies ;PP. 3 and 7 
17/ Central Batik of Ceylon Bulletin ( 1958 ) 
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promissory notes, arising out of bona fide eotanercial transactions 
manuring xfithin three months* 

■ A recent s^nendment to the State Bank of Pakistan Act 

1956, has authorised the Bank to purchase, hold and sell share and 
debentures of any banking company established to promote the economic 
development of any specified a^^ea, or of any corporation established 
for the purpose of promoting agricul tura). or Industrial developnent in 
the country. Besides, the State Bank sponsored a scheme for the 
creation of the Pakistan Industrial Credit ^d Investment Corporation 
which cane into existence in 1957, By March 1959, within the short 
period of less than one and a half years, the Corporation had 
sanctioned loans of a total amount of ft.dS.S million, of which 
BS.S3.8 million or roughly 70 per cent were in foreign exchange. 
PHIT.IPPIIIBS : The Centrga Bank of Philippines also enforced a 

scheme of priority listing for credit In 1957 for directing resources 
for Investment to promote economic developaent. As a matter of fact, 
it was a method of exercising contirol over credit going to less 
pro<*ictive uses. In one year of the enforcement of the scheme the 
losffis granted to Industry rose by 73 per cent. 

VIBT-HM i The National Bank of Viet-Naa - The Central Bank of 

the country, to promote a b^anced growth of the monetary and banking 

sector of the community, entered the field of commercial banking 

through its association with the Commercial Credit Bank of Viet-Nsia, 

Siace July 30, 1958, the above bank has been empowered to deal in long 

12 / 

term and medium term transactions only. 


Central B ank snd Agriculttig.fll Flnfgl,ge 

The working and the rol® of the Reserve Bank of India in the 
sphere of rural finance has been very striking. The responsibility 


iS/CentraO. Bank of Philippines Bulletin (1958) 

i2/C®ubral Banking in South and last Asia; S.G. Davies; P,187 
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of the Central B^k in this field has been occasioned by the 
predominently agrlcaltaral basis of the Asian countries and the urgent 
need to expi^d and coordinate the credit facilities available to the 
agricultural sector. To hilfil this objective, under section 54 of the 
Reserve Bank of India Act a special Agriculhiral Credit Depai'tnent has 
been set up, whose flinctions are j 

(a) To maintain an expert staff to study all (|iestions of 
agriculture credit and be available for consultations 
by the Central Government, State Governments, State 
Cfooperative Banks and other banking organisations. 

(b) To coordinate the operations of the Bank in connection 
with agricultural credit and its relations with state 
cooperative banks, and any other bank or organisations 
engaged in the business of agricultural credit. 

Institutional credit has been provided for agriculinre through 
the setting up of the state Bank of India on July 1, 1956 and also by 
empowering the Bank to provide short term, medium teim and long teisa 
credit to agriculture up to 15 months and also medium term credit up to 
five years. The Bank extends short and medium term loans to state 
cooperative banks at a concessional rate, which is 9 per cent below the 
Bank Rate, i,e,, the rate now being charged to the state cooperative 
banks is ^ per cent, following the raising of the Bank Hate In 1961 
to 4^ per cent. This rate is applicable only in case the finance is 
used for seasonal agricultural operations or marketing of crops in 
respect of short term loans and for agricultural purposes in the case 
of medium term advances. 

As the plans have progressed, the volume of short term finance 
provided by the Reserve Bank of India to state cooperative banks for 
financing seasonal agricultural operations and marketing of crops at 
the concessional rate has shown a rapid rise. The State Cooperative Banks 
were sanctioned credit limits aggregating to fe.190 crores airing 1962-63 
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w 

as compared to Bs. 70.85 crores sanctioned in 1958-59. 

To increase agricultaral production, the Bank has started 
providing medinm-teia finance for land reclamation and purchase of 
live stock, etc., upto 5 years at a concession of 2 per cent. The 
guarantees of the respective state Governments and the promissory notes 
executed by the borrowing central cooperative banks or societies are 
the securities for the advances. The 3^k grants loans for 3 years, 
tat an amount upto 85 per cent of the lo^ is given for 5 years. Limits 
Sanctioned to the state cooperative Banks under Section 17(4A) accounted 
for !h, 3.68 -m. crores in 1968-63 as compared to 1;,7,21 crores in 1961-62. 
In 196 3-64 the corresponding figure was Bs.4,48 crores. The outstanding 
amount in 1961-62 was Es, 10.92 crores as compared to Bs.9.35 crores In 

w 

1962-63. In 1963-64, the corresponding figure was I?. 8. 73 crores. 

Under Section 46 a of the Reserve Bank of India aaendnent Act 
1955, the National Agricultural Credit ( Long term operations ) tand 
was set up in February 1956, to make long term loans and advances to 
state Govemm^ts for a maximum period of 20 years to enable them to 
subscribe directly or indirectly to the share capital of the credit 
institutions, to provide medium term loans between 15 months and 
5 years to state cooperative banks for agricultural purposes, thirdly, 
to give long term loans and advances to central land mortgage b^ks 
upto a maximum period of 20 years, and finally, to enable the Reserve 
Bank to debentures of Central land mortgage banks. 

Under Section 46B, the National ^^ricultural Credit 
( stabilisation ) Tlmd was set up in Jmie 1956. The ftind has beau 
set up to give exclusively medium term loans advances to state 
cooperative banks to enable them to convert their short term credit 
into medium term credit ” whoever such conversion becjomes necessary 


20/ Reserve Bank of India Bulletinj April, 1964, * c-in 

S/ Reserve Bank of India Bulletin, i^ril,l964, table no. 12, P.517 
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as a result of draught, fsnine or other natairal c^soiities. This 
5Und has to be credited with such sums as the Banlc may contribute 


^7 year, subject to a mininum of rupees one crore. The 


mount at 


the Phnd stood at Bs,4, crores on June 30,1959, 

For providing long tern finance for agriculture, the Reserve 
Bank in 1948 started contrilxiting upto 10 per cent of the debentures 
floated by central land mortgage banks provided they were guaranteed 
by the state Goveinments concerned in respect of repa 3 mient of principal 
and payment of interest. The B.^k's share of contribution to such 
debentures was raised to 30 per c^t in 1950, In the year 1953, the 
Bank agreed upon a scheme of joint contribu.tion to the debentures of 
the land mortgage banks upto 40 per cent of the issue or the short fall 
in public subscription, whichever was less, Ihe scheme of joint 
purchase was given up in ipril 1956 as no provision was made for long 
term agrioiltural credit in the Second Five Year Flan by the CJovemment 
of India, 


The major institutional developments in the field of cooperative 
credit is the establishment of the National Cooperative Development 
Corporation, aud the passing of the Agricultural Hefln^ce Corporation 
Act for setting up a Ctorporation for financing the agriculture 
development of the country. The former started functioning from 
March 1963 in place of the Natione Gboperative Development and 
Warehousing Board and is expected to impart the necessary drive at 
officie and non-officie levels for the execution of cooperative 
policies. The Agriculfairal Refinance Corporation is intended to have 


an an^ogous position in the field of long-term agriculture finance, 
as the Reserve Bank now has in, the field of short-term and mediun-teim 
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fin^ce for this purpose. The main channel of routln,'^ the cial 

resources of the Corporation is intended to he the ezlsties 
cooperative ^d. others. 

People* s of China is playing an. importg.it part in providing 

credit to the prodP-cers, the trading, the handicrafts and the credit 
cooperatives in the rural areas. The Bank made spcci-sl efforts to 
assist the peas^ts hy lending freely for current and Icn.g term needs, 

^ From 1949 to 1954, about 4,100 million yens ( P'.SSh erores ) vere 
made available for the development of agriculture. In 195?, its rural 
credit loaus accounted for about 870 million yens, TIis loses irere 
grated for minor irrigation pm^ects, purchase of pjuraus, ferti-lisers 

W ‘ 

and agricultural improvements etc. The rate of interest on long term 
loans was lower than on the short-term loans. They ware repayable In 
easy instalments, the dues were rediced in calsmities and the assets o.d 
the borrower had no bearing upon his eligibility cn the .gaount cf loan 
granted to him. Agricultural cooperatives were given preference in the 
matter of loans. No security was asked for and given before the loans 
were granted. The bank’s contacted the peasants thrc'-’sh experts, needs 
were assessed gjid finances were made available according to needs. 

Since 1956, the function of providing agricultural finance has been 
takm over by the new institution - the Agriculto. r ai. 

The Central Bank of Philippines formulated a sehcKiie for the 
establishm^t of rural credit b^ks and in early 195'^ a laio 
was passed for it. The proposed banks are expected to provide credit 
facilities to agriculture, and within certain limits to rural 
entei^rises or industries other than agriculture. The monetary Board 
of the Central Bank of Philippines has the power to authorise an <3 

of Mia Bulletfe7~5^Qbru'arFlisi7?F7iS47i^^^ 

and July 1963, PP.918 - 921 and also the Report on Currency 
and Finance for the year 1969-63- P,4S 
2 ^/ New Economy of China * Br, Cyan Chand s P,310 
2 ^ Ibid s P.311 
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assist in the estahlishnent of banks 




T ties, 


offer no adecPate credit facilities to sma] 
their operations. It also provides tsc'zii' 


■?* ^ szsf y* _c? 


supeiTfrise 

issistapee to bonks free 
of cost. The free technic^ assistance and ot'isr orivlleges are a t:;?pe 


the profit incentive m6 to ensure 


n oy', ’f*. .r^, T* 

these balks un 

L8 .small agr 

icrultarists get 
og:/ 

Teas 

on a^Si 3 

teroiS, The csn 

igrie 

Jill txi r aJ. 

credit aP-d 

vj, i.’w 

22/^ 

^lount^ 

apprcxlnately 


to rni r ch as e ,, s el 


Pesos 160 million up to the end of March 1959, 

The Central Bank of Mai a:?a has the pon^e-x 

discount and rediscount inlaid bills for the financing of agricultural 

operations or the marketing of crops maturing irithin. slii months 5 

treasury bills maturing within three nontr 1 S O' '"-T'O vsTOcient securities 

of not more than 20 years maturityj which have been pu.blicly offered 
30/ 

for Sale. 

To promote agricultural develcpnentj the state B^lc of 
Pakistan maintains a iUll-fledged Agricultiral Crer3it Departraent to 
study problems of rural finance and to coordinate its activities in. 
relation to institutions engaged in the 'ssisiness of agri-culturai credit. 
Under the State Bank of Pakistan Order; the Bank could advance 

money to finance seasonal agricultural operations or marketing of crops 
for a maximum period of nine months only. In. 1965, tnis duration 
was extended to fifteen months. At the saie time, the was erpowered 

to discount bills drawn for purposes of financing schemes of 
agrioiltural and inctastrial development of maturity upto five years. The 
Bank can also participate in the share cap it si of Institutions 
established for the purpose of promoting agricultural development in the 


TT ^ 

U j «!> V ^ jb « O-L, 


27/ Mobilisation of Hjmestic Capital 5 

28/ Ibid sp»29 -imrt 

29/ Centrsd. Banking in South and last Asia, S.G, Davies, I960, P,179 

JQ/ Ibid : P.116 
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country, ggid to lend to thes on such tsms sna conditions as rsay he 
determined by the Central Board of Directors, loasis for agrieul feral 
purposes have often been provided by the -State at concessi-ciial 

rates of interest,. To enlarge agriculfera)- ererit, the State Bank o- 
Pakist^ Act, 1956 provides for scheduling the cooperative b 3 j;iks« 
‘Whereas, no commercial bank case be schefelsd unless it naiiitains a 


1 aid's, the State Bgnk has 


minimum paid-up capitsi gfid reserves of 
been authorised to relay this recuireinent in. the case of cooperative banks. 

hiring the last decade cooperative crerhlt has made a remarkable 
advance in the sphere of mral bsnkin.g iii India, In ti^eir sise^as well 
as their variety, operations of -co-operative o.sJiks are nco? comparable to 
those of other b^ks, and as In other spheres o ot-t T n s, —on. sx economy, 
so also in that of banking, a fl.ouri3hh:i.S cooperative sector has come 
to occupy an important place. 

Reserve Bank’s interest in agrlciil tural credit is sustain, ed 
mainly by two convictions s Firstly, ths.t tbs progress c? b. 2 iiklzig in a 
Vast and predominantly agricul feral country like ours '-rciild not be 
complete without the growth of a sound systsr.! of banking catering to 
the recjiirements of the rural areas? and secondly, that the foisi of 
association which holds the best proiris-e of s-aocess for meeting the 
genuine needs of agriculturists In the countryside Is uhe cooperative 
one. The Reserve Bank must direct its support towards making the 
cooperative ag®icies themselves stronger and more .and more self reliant. 
The cooperative bgaiks must ecfiip thecselves for the ever exp Riding 
responsibilities which would devolve c-n th<3a by bail. din .g their cun 
resources of capital and reserves as ^so by attracting more deposits 
from menbers as well as from other sources. The State Governments 
should continue to play m Important role In helping the cooperative 
Institutions in their initial stages of growth by taking increasing 


M/ IMd : PP. 152, 16 3 and 164 
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advantage of the facility x^hich is being proviaec by the leserve Baiilc 
to the cooperative b^ks. But the princip.?! .loyrcs of the ftrxcs '^.heich 
a bspking institution lends to its oLients "rust lie In its c-.n. ’oorrcni.'igs 
©specially from depositors. Most of the ccon-sr stive 1.2?'. hs in India 
have failed to mobilise the current rescurces avsi-l ah-.e in rur.a!. areas 
and attract deposits. This c^ be done b^” Innrcvini t 




service ^d the issx tems of remuneration. Id 
goodwill play a no less Important part, 

In this context, the propose to insure 
cooperative b;^ks assumes further 3mportance„ 
being primarily responsible for registraticn, s'ner 
of the cooperative banks, have every incentive^ 
interest, as well as in that of the cooperative 


"ll .1 ■ ^ 
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depositors, to ensure by adecfiate supervision and 
affairs of the ojoperative banks are sounclr nanngsd. loth proper 
supervision and adecfiate insursnce, are necessary to ensiire the most 
favourable acnditions for maximising the cepcsit resources of bsnks. 

Rirther, the continued progress of eooperafiv© banking not onl 3 ' 
recfiires the ensuring of the ade(|uacy and soundness of tha oparaticns 
of the cooperative b^Jcs, but also the adoption of the positive policies 
to ensure that they can take their rightful place in the gener.^. 
monetary structure in die course of time. To this end in view, the 
Reserve Bank being charged with tlrie responsibility of aging the 
currency and credit syst®i, will have to pa'" in f’Uire rsore a'C'cenoion 
to the cooperative banking sector than it has dene in the past* 
■ggemi.„(]bntrQ.l _M-^^5j3a 

Monetary policy in India, particularly since 1956, has been 
motivated to produce resources for develoiment, to prevent undue price 
inflation and to distribute the available resources ecfiltably between 
the Various productive sectors. It has also prevented resources from 
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percolating to the spca'lative sectors. It has ^^so been characterised 
by flexibility so as to avoid undue stresses and strains in the ecwnomy. 
To this aid, the various instruments of credit control have been applied 
by the Reserve Bank of India, singl^r or in combination -with Yar 3 fing 
degrees of emphasis to suit the flnahcigl repuirisments for promoting 
growth with stability in the country. To bring out their effects, they 
are ^alysed as under. 

According to section 49 of the Reserve Bank of India Act, the 
bank rate is the rate at which the Bank is prepared to biy or rediscount 
bills of exchange or other con'iercial paper eligible for purchase under 
the Act, In India, li the absence of a bill market, the bank rate has 
been ‘the base for the Bank’s rates on its advances’ made from time to 
time under the provisions of the Act on Goverjimsnt secsirities or other 
eligible paper. The importance of the bank rate rests on its 
effectiveness as a pace - setter for other market rates of interest, 
both short term and long term on which the decisions to invest both in 
fixed assets and inventories aJ*e made. Second, it is a warning signal 
to the banking system in particular and to other financial institutions 
in general regarding the state of the economy so as to enable the 
financial institutions to modify their lending policies suitably. 

In underdeveloped countries, the Bank rate is of small 
sigaificance in respect of the movenent of foreign short tern ftmds. 
Again, In respect of its impact on the domestic economy, a large part 
of fixed invesbient in the economy is undertaken in the puHic sector, 

A rise In the bank rate would undoubtedly raise the cost of borrowing 
by Goveiuoient, but the increased cost of borrowing need not necessarily 
reduce public investment in the economy inasmuch as this is primarily 
determined by the larger planning strategy implicit in the acceptance 
of objectives relating to economic growth. Of course, with a different 
complex of interest rates the pattern of Government investment as 
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distinct its total size might be some’irhat different. In the 

private sector also the fixed investment too is not very much 
influenced directly by changes in the bank rate, tliough the effect is 
perhaps more pncnoiinced than in the public sector. 

It may, however, be mentioned that bank rate ch^ges are not 
out of place in a country like India where the effects of deficit 
financing have beoi kept under check. In ter- .glia by changes in bank 
rate also. Prom the point of view of monetary control, these conditions 
are undergoing constant changes for two reasons. First, monetisation 
is exp ding consecpently an extension of the organised money 
market is taking place in the demand for money and its supply with 
repermssions on the genera), stmctare of interest rates both short term 
^d long term, 

Variations in bank rate in Indian c»nditions exercise 

repercussions on the gilt edged market, B^ks hold short term and 

medium tena securities. Hence the effects of bggik rate changes should 

not be very serious on the InstitutiondL investors. 

Bank rate chssiges have been far less frecjuent in underdeveloped 

countries. In India, after November 19^, the bank rate was raised 

from 3 per cent to 2 ^ per cent In mid-November 1961 for the first time* 

Again in May 1957, it was raised to 4 per cent. In February 1962, the 

lending rate under the Bill Market ScJ^e was 3 per cent, whereas the 

'!W~*fEe State oTT^st'^ ^ tba Sill Marfet Schene in 

JIu gust 1952, to encourage commercial banks to Induce their clients to 
convert a part of their cash credits into usance Dills, Under the 
Scheme funds were provided at concessional rates of half per cent 
below the bank rate and half of the stamp (iity was borne by the Bank, 
In 1952-53, the highest amount of such borrowings stood atfe,ll,43 
million, but by 1958-59, it had risen to 190.8 million, 
constituting nearly 84 per cent of the total outstanding advances- 
made by the State Bank of Pakistan to the scheailed banks for 
details see "Central Banking in South and Bast Asia", Edited by 
S.G. Davies, ( I960 ) 
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advances rate for trade aH-d com"iierce was 3|- per cent, while that for 
agrimltare for medium and short dated lo^s was 2 per cent. This was 
an important el©a®it in the promotional aspect of central banicing in 
onr country. In March 1956, the rate under the Bill Market Scheme was 
raised to Sl per cmt and to 3| per cent in November 3956, It again 
becstie ecjial to bank rate. From February 1, 1957, the effective 
borrowing rate against usance bills for scheduled b^iks went up to 
4 per cent, becsnse the Government raised the staap duty on usance bills 
to ^ per cent, which has been ca3.1ed *a fiscal measure with monetary 
intent*. With a view to avoiding discrimination against borrowing 
under the bill market sch®ie, the Reserve Banks lending rate on advices 
against Government securities was raised to 4 per cent. Bill borrowing 
had enjoyed a preferential rate till November 1956, From l6th May, 1957, 
when bank rate was raised to 4 per cent, it became costlier to borrow 
under the Bill Schsne, per cent being staap duty on bills in 
addition to bank rate, fyo-m J&.-r>u.avy Sa.-hk. Ra^ valitcL to 

The following table gives the advances made by the Reserve B^k 
of India to scheduled banks against Government securities and under the 
Bill Market Scheme from year to year. 






isqM 


( In Crores of Ripees ) 


Year ISectlon 17 

5 *31* 

^Section 

fl7(.4)_(^.__ 

I Section 

I To tal 

i95l-52 

171»02 

28.82 

199.84 

1955-56 

268.64 

227.75 

496.30 

1966-57 

456,46 

660.64 

11017.10 

1957-58 

317,01 

306.24 

622,25 

1958-69 

399,82 

119.75 

519.67 

1959-60 

502.06 

85.41 

687,47 

1960-61 

'817, 10 

355.29 

1,072,30 

1961-62 

358.37 

284. 79 

643,16 

1968-63 

337.85 

325. 7D 

663.55 

1963-64 1^16 

469,23 

253.99 

741,38 


9,2/ The Reserve Bank of India Bulletin, P.Sl?, 5able No-12,^rll,1964. 
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Frcffls October 1960, the Heser-'.rs ognk of India introdJ.cod a 
system of penalty rates, Oiaihges have be'.n 'nsle in it f?or;i tl 
to su.it the economy. The Reserve 3ap.k ha-s also been centre” lin .3 t' 
lending and borrowing rates of banks. 


Resort to this method of credit ccntrol 
though less fretjiently, in Cevlon, Malaya^ 


■f-7 ;.r. 


) 30911 n5;,a6. 








China Taiwan, Pakist^, Philippines and Vist- 
.QnmJlarket Operation 

By fax the most important means for re;.ulatloe the ’volume of 
credit is direct intervention to increase or c'lcrease the alo'-nt of 
Cash in the hands of b^ks by means of ^ jV'I r? p, ■*'''*! 2 "I 'P 

secarities. These operations are us’aallz' kac'-.’u uricer the n-sne of open 


it,"'"' ■ 


mai'ket policy. The expansion or contraction of n.cne’^^ .;nd e.re-''l 
general economic activity by the Central tank is dens in t-;.© -’sys t 


First, the Central Bank can buy or sell a-cvs’siB-sn' 
to bring about the desired change in the noj-ume 0 ; 
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private sector of the national economy, increases the -rycun 
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b^ks cash reserves and enables the bank 
that is a multiple of that increase, vto" 

by the authorities withdra’ws money from the private sector o.i the 
national economy. It reduces the aaount cf bah'!:*s cash reserves an 
enforces a contraction of credit smountin': 'cc- amultirle cf amounts 
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volved in the sale, Second, a ’yirchase or 
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' Cn December iSjlSSS, t 

from ^ per cant to 3, tfid was restored tr; % 

The Central Bank of Malaya raised it frea 5 t- 
1960; The Union Bank of Burma raised the rate cf interest from, 2 to 
3 per cent in November 1957, while In Pakistan for the first time 
in" January 1969, the b^k rate was raised from 3 to 4 per cent. For 
details read s Intemation€a Plnfindal News Survey; I. M. F, , Jan. 8, I960 
Vol . XII ,No . 26 ,P, 209 ; July 8 ,1960 7ol . XII ,Io.62 ,P. 418 ; Feb, 6 , 1959 , ¥ol , XI 
No.30,P.243,7o1.XV,I>.122,1TO,234,27S and 282,1963 and also Tbl.XlTI, 
P.12,30,99| 1964. £Lso read * Central Banking In South and last Asia; 
S.G. Davies (I960) and the Central Bank of Ceylon Billetin g and the 
Centra Bank of Philippines Billetln. 
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affects, to some extent, the prices of Govemaient semritias ahd, 
therefore, influenceo the long tent rates of Interest, Thus, it foites 
a very flexible goiersl instrument of credit control. In India, the 
environment for open market operations has been generally favourable. 

The Govemment security market is fairly well developed, although the 
holding of Government bonds is predominently by institutional investors, 
comraercid. banks being the most importasit. Institutional investors like . 
Insurance companies, provident funds and banks are statutorily recfiired 
to hold a minimum percentage of their assets in the form of Government 
securities. There is more or less continuous net borrowing by 
Government which was particularly so during the war years as well as in 
the period beginning with the Five Year Plans, Government bonds to-day 
constitute about 25 per cent of national Income, 

The opm market operations have been resorted to by the 
Reserve Bank of India under sub-section (8) and (8A) of section 17 of 
the Act with a view to meet the seasonal variations in the Reserves of 
the baking systm. The Reserve Bank of India tuyes securities dfcirSng 
the slack season. In fact, the mitigation of seasonal stringency and 
of sharp movements of interest rates was tm an important object of the 
establisteent of the Reserve Bank of India. The Bank’s open market 
operations have had the object of facilitating Government bor-cwfng 
and of maintaining the stability of Government bond prices, though the 
Bank has not been aggressive in this behalf. They have not been employed 
much as an instrument of monetary policy l.e. , for Influencing the 
availafcSflity and cost of credit. 

Prior to changes in mid-rNovember 1951, the banking systm 
could monetise public debt almost at will. In 1951 lovenber, with the 

raising of the Bank rate, the Reserve Bank of India announced that it 

■■ 

would stop purchasing securities for meeting seasonal recuiraaents of 
banks except In emergency. At the ssm® time, it would continue to make 
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advgpces to banks against eligible assets* This policy continued upto 
October 1956, During this period, the Bank was able to raal^e net sales 
of Govemmast securities of about 50 crores. In 1956, the ReserTO Bank 
again modified its open market operations policy. From llovecnber 1956, 
the Bsnk began to offer discriminating support to the gilt edged 
market to ease the acute stringency in the money market, ilpart from 
outright purchases or s^es, the Bank engages extensively in 
*s-witch operations^ It makes a purchase of one loan against sale of 
another and vice-versa to maintain an orderly pattern of yields and 
to Cater to the varying recyiireraents of investors with respect to 
Biatority distrilution policy. This policy of support continued for 
less than a year, thereafter, the monetary situation eased substantially 
and the Bank was again in a position to sell securities. 

Under the open market operations scheme, the largest net 
s^e was made of about ?<;, 90 crores in 1968-59, A good part of the 
total net ssle of Bs.215 crores in the three years 1957-60 was largely 
accounted for the accrual of P,L. deposits with the State Bank of India 
^d their Investment in Govermait securities. 

Between 1946-47 and 1950-51 there were considerable 
purchases of Cfevemment securities by the Bank, the figure of gmss 
purchases reaching Bs. 155 crores in 1950-1951, There was a period 
of net sales from 1952-63 to 3955-56 snd afeain. in the period 1957-58 
to 1969-60, there were heavy net ssPLes of securities by the Bank. On 
the whole, in the last fifte^ years, the total purchases of the Bjsik 
caae to 927 crores and the totsO. sales B!;,897 crores, net tfirchases 
being Is. 30 crores airing the entire period. 

In Ceylon, op^ market operations have been con dieted on 
a smd-1 scale and primarily to support the prices of Government 


35/ Reserve Bank of India Bulletin; June I960 
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securities* The obstacles to adopt a strong open, market operations 
policy are t First, the security market is narrow operations 
large enough to make any Impact on the banks would be likely to upset 
the market. Second, there is no fixed ratio between cash reserves and 
credit operations in the commercial banking system of Ceylon, The 

cLo 

commercial banks also^not work on a constant liduidit 3 r ratio? and they 
do not increase their loans merely because they are ample. This is 

true for most of the South East Asian countries. Therefore, open 

\ 

market operations In the absence of a strong security market can hardly 

be an effective instrument of credit control. 

In 1950-51, the State Bank of Pakistan followed a 

” ^ndicious open market operation policy,” The Bank purchased 

Government securities in 1950 from the banks which needed additional 

funds to fiance the country’s export trade during the Ssrean War boc® 

period. Thereafter, substantial amounts of securities were sold in 

the market during 1957 ^d 1958 as an anti-inflationary measure. In 

Philippines the open market operations have hardly been used because 

36/ 

of the absence of bond market, 

yeriabl e Cash Heserve KatiQ 

Under Section 42(1) of the Beserve Bank of India Act, 

scheduled banks were recjiired to maintain with the Heserve Bank a 

minimum cash reserve of 5 per cent of their dem^id liabilities ^d 

2 per cent of their time liabilities. To enable the Heserve Bank of 

India to exercise control over credit to a greater extent over the 

bafittking system, the Heserve Bank Act was changed in 1956 according 

to which the scheduled banks were to maintain in reserve with the 

Reserve Bank 5 to 20 per cent of their doaand liabilities and 2 to 

8 per cent of their time liabilities in India. The total reserves were 

36/ Centra Bank in South and Bast Asia, S.G.Davies; ( 196C ) , 

PP. 19,159,161 and 174 
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not to exceed ^ per cent of danand and 8 per cent of time liaMlities, 
On the excess of S per cent of dem^d 2 per cent of time liahilities 
kept with it, the 3snk could at its discretion pay interest. 

According to an smendaent introduced in September 1962, 
the cash reserve ratio may be varied between 3 per cent sand 15 per cent 
of the total d®i and ^d time liabilities in India as against the 
previous |:>YovisioTi of 5 per cent of demand and 2 per cent of time 
liaDilities. Under Section 18 of the Banking Companies Act, 1949, 
the non-schediled b^ks have now to si maintain with themselves or 
in the Reserve Bank cash or balances ecfial to 3 per cent of their 
total denand and time liabilities in India, 

Recently, the Bank has be^n to make use of these 
provisions and the method was for the first time used in 1959-60, The 
Bank recpired the scheduled banks to maintain additional balances 
ec^al to 25 per cent of the increase in total liabilities since 
March 11, 1960, By a notification issued on May 5, I960, the cjiantum 
of additional deposits to be maintained was raised from 25 per cent 
to 50 per cent, effective MaJ 6, 1960, It was subse(|i®itly reduced to 
25 per cent. The Bank paid interest on the excess as recjaired under 
the Act, 

The use of the variable reserve ratio provision was 
necessitated firstly, die to a sharp rise in commodity prices and 
secondly, this rise took place, unlike in th© earlier years, in the 
wake of an all - round increase In prediction. Its use, therefore, taO-S 
based on the recognition of a shift In the character of the prevailing 
inflationary situation and this sterilised a larger portion of the 
deposits of the public, which the bgfiks could not use for trade and 
industry. 
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Under Section 47 of the Union Buraa Act, the batiks were 

recfiired to keep with it 8 per coit of their demend liabilities end 

S per cent of their time liabilities. In 1956-67, there was a sndden 

spurt In the volume of bank credit, caused in part by speculation in 

inventories. Therefore, the Bank on ^gust 31, 1957, doubled Hie 

minimum reserve recp-irenents to 6 per cent and 16 per cent against 

time and demand deposits respectively. The additional reserves of 

3 per cent against time deposits and 8 per cent against demand deposits 

were allowed to be kept in any catagory of lovemment security. In 

Ceylon, the banks were recpired to maintain 10 per cent against denaid 

^d 5 per cent agafest savings deposits. In 1951, the B^k raised the 

reserve ratio against deaand deposits to 14 per cent, but again in 

September 1963 lowered the ratio from 14 per cenit back to 10 per cent. 

However, *’ the method had little or no effect on the dominant problems 

of the period, since monetary policy lacked the support of fiscal aid 

,'^ 2 / 

other Government policies.” 

In China-Taiwan, under Chinese 3{^klng Law the commercial 
banks are rec|aired to maintain a Guarantee Reserve of 10 to 15 per cent 
against dea^d deposits aid a cash reserve of not less than 15 per cent 


against demand deposits. In March 1966, the effective 




recjiirCTents were raised from 13 per cent Guarantee Reserve to 28 per cent 
Guarantee plus cash reserve, largely because the authorities were 
alarmed by the sudden increase of demand deposits of the ecm.-iercl.ai 
banks. Under the ordinance, the Gentry Bank of Malaya is empowered to 
prescribe the minimum aaount or amounts of licfiid assets each bank 
should hold, expressed as a percentage or percentages of the 
sight and time liabilities of the Bank, either jointly or separately. 

Such percentage or percmtages may be varied by the Central Bank from 
time to time. The minimum which the scheduled banks are recjiired to 
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maintain \fith the State Bank of Pakistan is 5 per cent and 7 per cent 
of tlelr deii?#id and time liabilities respectively. This ratio can also 
be changerl. Bit neither in PaJfistan nor In Mala^^a the resort to this 


be changerl. Bit neither in PaJristan nor In Mala3^a the resort to this 
method has been taken. 

In Jebmiary 1959, for the first time the Central Bank 

of Philippines raised the cash reserve req’J.irenients frora 18 per cent 

to 21 per cent of demand deposits in three stages of one percentage 

point every thirty days. In Tiet-K^ since i^ril 1, 1955, the 

coranierci^ banks have beai rec^ired to secure their deposit liabilities 

with reserve held at the National Bank - the Central Bank of Viet-Kga, 

Originally the refjiiroients were set at a fiipire representing 10 per cent 

of total commercial bank deposits, but on September 14, 1956, the ratio 

■Was raised to 20 ’’percent , On June 21, 1957, it was lot^rered to 

20 / 

15 per cent, gpid since then it has not been changed. 


The statutory powers of the Heserve Bank enable it to have 
a check on the banking companies. The B^k advises them in advancing 
credit etc,, end thus ensures the direction of credits into the desired 
channels, which have beoi given priorities in the development plans. 
Thus the objective of the moral suasion is to divert resources into 
the priority channels as well as to ensure that the resources may not 
be utilised for speculative purposes. Consultations and agreements 
■for commercial banks for exercising voluntary restraint took place in 


Ceylon ^d India. 

In September 1949, following the devaluation of the rupee, 
the leserve Bank called upon the representatives of tiie leading bankers 
to refrain from baking advances for speculative purposes, Stmllany, 
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in Jun© 1957j the 'Govertior of the Heserve Bsn^ address©<3 a Istter to 

the coramereial b^ks asking thera to reduce their advances against 

agriculture comraodities without affecting the magnitude of their 

assistance to Industry. In July 1957, he held a conference of the 

leading bakers at which he exhorted thera to redice the level of 

advances si,gnificsitly to ?s. 803 erores from the then level of 

Es, 937 orores. Since the bulk of the credit resources is concentrated • 

in about a dozen bgnks In India, the Banks eseeutives cm find it 

profitable to hold fre(|aent consultations with the banks and thus 

it is possible to achieve some results through pursuasion. 

is in the previous year, mor^ suasion was actively 

pursued during the year 1959-60, On June 15, 1959, the Heserve Bank 

issued a letter to scheduled b^ks drawing their attention to the record 

credit expansion of Bs.l82 erores In the 1958-59 busy season and 

impressing on than the Imperative need to effect a reduction of atleast 

100 erores In the 1959 slack season. Through another circular 

issued on December 11, 1959, it requested the banks to take steps to 

discourage the practice of rediscounting clean bundles drgm by parties 

affected by the Reserve Bsnk’s directives. Again on May 8, 1960, 

the Reserve Bank issued another directive, which c^led for a reduction 

of Ife.llO erores in credit during the ensuing slack season. Besides, 

on May 21, 1959, the Bank issued a circular’ to non-scheduled banks 

re(}iestlng them to adopt a cautious policy in the extension of credit 

against commodities covered by the banks directives to scheduled banks. 

The Union Bank of ainna airbs unhealthy bank busineis 

through its power of licensing of commercial banks. The Central Bank 

of Ceylon in 1950-51 specially recfiested the Comiorcial Banks not to 

attend any non essential and, particularly, speculative credit. It also 

40/ 

urged the commercial banks to build up their overseas balances. The 


M/ Ibid : P.lO 
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Cmtral Bajik of Chtoa-Taiwap. on July 1, 1957, restrained bgpks from 

% 

granting overdraft facilities to their customers. Moreover, the banks 
were recpired to classify their loais according to a schedule, 
separating credit for agriculture, raw material import, inventories, 
export, marketing, hire purchase, trspsportation, building stock, 
exchange financing ^d real estate mortgages. This was cbne with a 
view to make credit control more selective afid to effectively 
discourage borrowers from making unproductive investments. 

The regular systaa of bank inspections that the State Bank 
of Pakistan has biilt up over the years has contributed to the 
development of sound banking traditions. The Bank, in June 1952, 
issued instructions to aaithorised dealers not to release foreign 
exch^ge for imports; save in the case of items specislly generally 
exCTpted, unless ^ irrevocable letters of credit account was opened 
and supported by a marginal deposit of at least 50 per cent for goods 
under licence and 75 per cent of the ©Dods under the open general 
licence. The banks were also asked not to make advances against 
imported goods in excess of 50 per cent of their value, while Insecured 
advances were prohibited. In June 1955, another directive issued by the 
Bank, prohibited banks making unsecured advances or against the security 
of shares of a company in anticipation of their allotaait ( unless 
borrowers made a cash deposit of 50 per cent or more of the application 
money ) without the special or general sanction of the Bank. 

Fixing of the margin re(jiirements on outstsfiding letters 
of credit is the most effective of all Central Bank instrument# for 
curtailing credit and the one actually mployed most often In Philippines. 
The system operates in conjunction with Import categories set up by the 
Central Bank. In 1957, the weapon was .used in its extreme form when, 
by circular 79, of December 9, cash deposits of up to 200 per cent were 


43/ Ibid s P.29 
4g/ Ibid s P.169 
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recpired against imports of non-essentials 


In ¥iet-Naa the banks have to submit their monthly sumnery 
statment of accounts to the Central Bank, Rirther, the Central Bank 
is able, using the Professional Association of Bi^nks as an intermediary, 
to impose mor^ suasion on the banks. In 1957, to make the lending 
policy of all banks uniform, the Bank recomraended through the Professional 
Association of Banks that they should adopt unifom lending policies 


and lower their interest rates from June 1, 1968 as sight deposits, 
one per cent; six month time deposits, two per cent; advances against 
first class comraerciaL bills, six per cent; other advances 6|- per cent. 
These recommendations were accepted by the banks. 




One of the main disadvantage of the general credit control 
is that it tends to affect indiscriminately all section of the national 
economy in so far as they depend on credit.' If the Central Bank, by 
redicing the volume of bank cash compels the banks to curtail 
substantially the total valume of credit, all categories of borrowers are 
liable to be affected irrespective of whether or not the specific 
conditions in their particular sphere call for any reduction , If the 
monetary authorities bring about a general expansion of credit, it is 
liable to stimulate not only those industries, vrhich are in need of 
encouragement tat also those, which are overtraf.i:’ and should be 
discouraged rather than encouraged. To some extent the disadvantages 
are mitigated by infomal official advice given to the banks about 
their attitude towards particular type of loans what is called as 
moral suasion. 

In totalitarian countries like China the system of rationing 
and allocations is a more effective way of Influencing production 
consumption than even the most advanced systCT of selective credit 

Ibid ; P,17^ ^ ^ 

M/ Ibid : P.186 
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control could possibly claia to be. But the democratic countries, 
like India, have some political dif fioil ties c^inot depend entirely 

on physical controls. In them the role of selective credit control 
raetnods is of more importance and the physical controls c^ only support 
th€m, 

A type of credit control which has frecuently been resorted 
to in the pluming period in India is the pres.sure on b^ks to abstain 
from grating loans for speculative purposes, Bit the effectiveness 
of such selective credit controls depends on well established traditions 
of cooperation between the coratnercial b^ks and the Central Bank ^d 
at the presence of a well-established institution for the purpose 
of enforcing effective credit ■ control. 

Sections 21, 35A and 35(l)(a) of the Indi^ Banking 
Companies Act provide for (jialitative credit control to be exercised 
by the Bank and lay dowi the conditions when the Bank should ^ so. 
Section 21(1) enpowers the Reserve Bank to deteraine the policy to be 
followed by b^ks in general or by a particular bank in relation to 
advices in public interest. Such banks or a particular bank will have 
to follow the policy. According to section 21 (2), the Reserve Bank 
may give directions to a Bank or banks in genera as to the purpose for 
which advances mayormaynotbe made^ "the margins to be maintained in 
respect of secured advances and the rates of interest to be charged on 
advances and each banking company has to comply with such directions. 

Through circular letters issued from time to time the 
Reserve Bank has been asking banks to be cssitious in their lending 
in gmeral as well as lending against the securities of specified 
commodities. It is mainly since the middle of 1956 that the 3aak has 
begun to operate systematicsiLly the directive powers conferred on it 
by the Banking Companies Act, Thus in the planning period in India, 
the year 1966 marks an Important stage in the evolution of the monetary 
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policy. The objective of this control vras to restrain es^ansinn of 
credit to certain sectors of the economy diring' certain periods ■without 
sianl t^eonsly affecting am increase in dffliand for predictive credit. 
The following table gives the trends in bank credit, deposit 
liabilities of bgjiks and borrowing from the Reserve Bank for the period 
1951-5?2 to 1963-64. 


4§/ 

Saniks, ,"3a^,lKS,s,s in., Jadia 


( Rupees in Crores ) 


Year p 

Deposit liabilities? 
of schediled banks ^ 

advances 

^Reserve Bank 

1 Fercentage Frc- 
1 portion of 2 to 1 

1 



. ... . ... 


1951-62 

82^.06 

580.45 

54.13 

70.61 

1955-56 

1043.15 

761.25 

65.08 

72.98 

1956-5? 

1175, ^ 

900.04 

103.16 

76.58 

12c?-58 

1451.24 

962. 73 

42.00 

66, 34 

1958-59 

1635.01 

1013.63 

61.86 

62.00 

1959-60 

1902,02 

1127.88 

79.44 

59,30 

1960-61 

1746.06 

1319.54 

94.53 

75.60 

1961-62 

1921.87 

1407.61 

53,04 

73.20 

1962-63 

2042.26 

1688.01 

71.28 

77.20 

1963-64 

2281.19 

18 14, §7 

84.16 

79.60 


A larger proportion of the increase In Scheduled bank credit 
went to Indistry, Indistrial advances as a proportion of total advances 


increased -fco 38,5 per cent at the end of 1966, the proportion at the 
end of 1955 being 34,3 per cait. The share of commercial advances 
declined by 9,6 points to 47,5 per cent. 

The selective credit contrt)! method has implied the issue 
of directives from time to time^ fixing the maximum ceiling of credit 
against raw materi^s, food^grains and securities whose prices have 
risen. Modifications have been made both in respect of commodities 
and the limit of ceiling. This scheme has been worked with a view to 

W 

securing grewth with stability. 
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prepared from the Reserve Bank of India Balletin, 4pr 

Tatie nos, 3 and 4, PP,604, 505, 

See Circulai^s of the Reserve Bank of India issued from time to 
time. 
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Selective controls are not desired to correct the general 
infLationar:/" pressures within the economy nor is their success to he 
judged precisely by the extent to which the prices of the relevant 
comiodities have f^len; prices are dependent on various factors bearing 
on the dea^d and supply position of comnodities. The controls, by 
arresting ah undu.e expansion of credit in the busy season and 
accelerating Its reduction in the slack season, may be expected to 
exercise, only a limited, perhaps a marginal effect on prices, more 
particularly when banks have large lic^uid resources. 

More recently, the Central Banks of » Ceylon and Philippines 

were anpowered ” to fix maximum maturities for bank loans and 

investments ^d the nature and the amount of security recjiired for 

Various types of credit operations aid to prohibit an increase in such 

47/ 

loans ^d investments or to limit the rate of increase. The scope for 
selective credit control has appeared small In Ceylon. The State Bank 
of Pakistan in June 1957 issued a directive to mrb speculative credit, 
which provided banks to limit their advances against imported 
manufactured goods, Imllion, foodgrains and oil seeds to a mazimum of 
60 per cent of the value of such goods and to restrict unsecju.red 


advances and advances secured by guarantees to a maZimum of Bs. 50,000 

only to any indiviaial party. Similaily, etherised dealers were 

Instmicted not to open letters of credit to cover imports unless 

15 per cent of the gpount of credit was deposited with them. These 

48/ 


restrictions were withdrawn in November 1958, 

In Philippines, the selective credit control is not so much 
used, though in iprH, 1957, a list was prepared to govern bank 
lending. First priority was givoi for agricultural and industrial loans, 
while the second and third priorities were given to loms extended for 


47/ Reserve Bank of ^ India ,^.d. Monetary Han ag®ser.t| G.P. Gupta, P.178. 

4&/ Central Bank in South and East Asia « S.G.Davies ( 1960), P.162 
^ Ibid : P,176 
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Public Utilities au<5 real estate respectively. The last priority 
\-j-ent to loahs to be made for consumption, iinother mffiior^dum issued 
in Deconber 1957, directed b^ks to redice real estate spid consumption 
lo^s snd to limit trust receipts to maturities not exceeding 60 days, 

_ tha.. Uone-^ Sup riu 

The Central Bank which is in charge of issuing notes has 
to maintain a certain percentage of note cover in the form of gold or 
eligible foreign exchange. The size of these reserves sets a natural 
elastic limit to the extent to which it was possible to increase the 
volume of currency. 

In India, origin^ly there was the proportional Reserve 
System, Later on, it gave place to the minimum reserve method to suit 
the growing economy of the country. How the Bank has to maintain a 
minimum of Es.200 crores in the fonn of gold ^d foreign securities, 
of which, gold holdings are of the value of Bs. 115 crores. The 
foreign securities, in emergency, can be utilised. 

Money supply is also influenced by international 
transactions. Mt increase in imports has an anti-inflationary 
or deflationary impact, while that in exports has an inflationary Impact 

CY\ 

Sift intern all yjj^money supply. The increase in Imports diring the Second 

Plan period has had an anti-inflationary impact on the country’s econcwiy. 

«•> 

The volume of international transactions is thus another detemlnant of 
money supply. These transactions depend upon the fiscal policy of the 
Government as ^so on the industrial and general economic policy of 
the country. Their volume affects and is in laim affected by iai the 
monetary situation in and outside the country. 

Broadly speaking, the pattern of Government’s economic 
policy is a more important and more effective regulator of the general 
monetary situation than the credit ah d monetary policies of the Central 
Bank. Through deficit financing ahd other devices. Government can 
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aPgaerit its expenditure, which leads to a rise in money supply. 

There is no stahitory limit on the extension of credit by the 

Reserve 3^k of India to Government, 3y creating securities. Government 

can raise its expenditure and increase the money supoly with the public. 

The cooperation of the Government is thus indi 3 penss.ble in ensuring 

successful impleaentation of the responsibility of the Reserve Bank of 

“India for maintaining monetary stability. 

The Reserve Bank of India Act provides that *the Central 

Government may from, time to time give such directions to the Bank as it 

may, after consultation with the Governor of the Bank, consider necessary 

in the public interest^ The significance of the Freaable of the Reserve 

Bank of India Act, which eapowers the Reserve Bank to regulate the issue 

of Bank notes and the keeping of reserves with a view to securing monetary 

stability in India and generally to operate the currency and credit syst®a 

of the country to its advantage is to be understood in this context. 

Thus many factors besides the Reserve Bankas owi policies affect 

and have affected the money supply and the monetary situation in the 

50/ 

country daring the recent years, jD.1 these factors have to be taken Into 

,§0/ In Indonesia, in August 1959, Govt, took several measures to combat 
domestic inflation and for impnDvlng the cx>un try's exchange position. 
Firstly, the value of all banknotes of the denominations of* Rupiah 
600 and Rupiah 1000 were ait by 90 ^per cent, Again^OO per cent of sll 
b^k deposits in excess of Rupiah 25,000 were fees frozen and it was 
announced that these frozen deposits would constitute long-term loans 
to the Government, Farther, the Government decided to apply a partial 
freejt to Government ■'/jorkers? s.glaries In excess of Bupian 2,000 a 
montti and the private enterprises were also recfiested to tafce similar 
action. 

In the exchange field, the Export Certificate System(The B.B. Syste;?-) 
was abolished and’ the Rupiah was devalued from the effective export 
certificate rate of Rupiah 37,85 per U.S. dollar which had been in force 
since April 18,1958 to aipiah 45 per IT.S.dbllar, 

The upward movement of prices was checked for some time after the 
monetary purge. But, there was less success in making the public 
finance measures effective, which were intended to limit the 
inflationary effects of the Chronic Indonesian Budget deficit. 

For details see The I.M.F. News Si'.rvey ¥ol.XII, No. 10, P.79, 

September 4, 1959 and Yol.IIII, No. 62, P.4S8; July 8, 1960. 
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aeco'Jint by the CeRtra3. Bahk in the interest of monetary stability, 
airing recent years j partiailarly since the Second Flan period in India? 
the main aspect of the monetary policy of the B.ank has be^'n to keep 
infl- ationary forces under check to make the Flan a success to 
provide controlled expansion of money gffid credit so as to divert the 
limited resources to predictive uses a 5 :id to discourage lioarding .^d 
speailation. 


There is g close cooperation between the -lovemment 
dspar'tments snd the Union of Bunaa, which is consulted in matt€)rs 

concerning the national gnd foreign exchange Ixidgets, From time to t^e 
the Bank has also expressed its views to the Government at both policy 
and tecbnicsl levels through (a) direct representation by uciis of 
official meaoranda to the cabinet; (b) through its representative on 


the national Planning Commission; (c) and thro’^gh its representatives on 

Various technical working committees. The Central Bgnk of Cc-^.or during 

the J^rean 'iar bcom criticised the Government policy for mmiing a 

budget deficit in tines of esrport b^oms. This criticisn seems to have . 

been effective as the large bidget deficit of !b, 154 million in 1950 

5J/ 

was reduced to Bs. 11 million in 1951. The Bank is thus legally obliged 

to give advice to Government on the economic implications of fiscal 

policy, ^d the advisory function of the Bank is regarded as particularly 

useful. But the Bank has to work on the directions of the Government, 

In 1959 December an open clash over B^k Hate policy took place between 

§ 2 / 

Government and the Goitral Bank, Thus, in principle, the Centr.al bank 






.J* , «. It, 
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55/ Ibid : See Page 16 , ( Towards the end of the year, the Monetary 
Board prepared a programme of a number of Monetary measures of a 
selective nature designed to halt the drain on extern^ assets. 
However, the highly unstable political situation of the CQuntry 
made effective Government action impossible, ¥h^ in December 1959, 
the Monetary Board raised the bank rate, the ca^s taker Government 
ordered a reversal of this action and the suspension of the other 
ojnteaplated measures. 
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couIq oe oirecfcsd by the GoveiMaent to pursue a policy which it did 
not favour. In practice, the Central Bank vjould noJSial-ly seek to assist 
the Goverrment in every possible way, but in the case of conflict it 

{OOU.\6L 

have to yield. 

plshnino period, in most of the countries physical 
controls have come to play m. important part as a noxmjal device of 
monetary policy. In particsilar, phi^sical control of foreign trade to 
safe&ia^'d the balaJice of pa 3 ^ents position has been genera],.iy . an adopted 
practice in most of the Asi^i countries and its use as a meaiis of 
monetary policy is likely ~to increase as conditions become more difficult. 
Government intervention to determine proclicticn may serve 
non-monetary economic purposes by aiming at raising the st^dard of 
living or the tameable capacity of the community or by aiming at 
increasing the military strength of the nation. But it constitutes a 
me^s of monetary policy if " Government intervention to raise the 
volume of production by non-monetary megfis aims at keeping down or 


lowering the price level, or at improving the exchange position by 
increasing the exportable surplus and by replacing imports by home 
production. These aims may be pursued through consumption or through 
direction of man power. Such intervention need not be confined, however, 
to ^ effort to raise the total output. It may be influencing the 
output of some specific categories of goods and diverting manpower from 
the production of goods, which are not considered essential from the 

point of view of monetary policy,** Thus, •’controls of predictions 

constitute me^s of monetary policy only if they aim at influencing the 
price level or the balance of paynents,** 


5py Physical controls are the direct Governmant intervention to 
determine the voluiae and nabire of production* distribution, 

consumption and foreign trade. All these controls may be used 
as very effective me^s of monetary policy to bring about 
monetary stability. 

54/ How money is managed : Paul Hinzig : P.SIO 
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Again, physical controls in the service of monetary policy 
include o^ntrols over foreign trade. In the planning period in most 
of the underdeveloped countries of Asia, the physical controls of 
imports for monetary purposes include general b^s on imports from 
hard currency countries. They also include the imposition of imports 
(fiotas, fixing c^^titative limits to certain imports from certain 
countries. Their essentially monetary character is particularly 
prominent when import restrictions are adopted in order to safeguard the 
balance of payments and avoid the necessity for the devaluation of an 
overvalued bot: currency. The same effect can also be achieved by means 
of exchange control. In Aigust 1962, the Govemnent of Indonesia 
introduced a systea of 40 per cent advance paTmients on applications for 
foreign exchange. This systaa was designed with a view that importers 
may no longer apply for foreign exchange. In 1953, the advance payment 
limit was raised to 75 per cent ^d the importers were aslced to pav the 

W ' '' 

import surcharges at the time of applying for foreign excbange. 

Controls should not, however, be used for their own sake. 
They should be ®aployed only when their use is made necessary by 
conditions in which their absmce would make it d.ifficalt or CK>sl3.y to 
achieve the legitimate ends of monetary policy solely with the aid of 
financial devices. 

In a developing economy, monetary policy has two main 
functions * First, it has to maintain, monetary stability in the country 
and second, it has to bring about an increase in investment which is 
important for a well-' balanced economic development programme. 
Underdeveloped countries are deficient in diversified capital markets to 
which investors can turn for securing ade(|iate finance. Hence they must 
rely exclusively on bank credit, 

Rirther, in underdeveloped countries loans to finsnce 
investments in the private sector, which are conducive to economic growth 
H/ 'In (&)nis'ia7nJTOhbm ic" is at ion''*ki d Development; 3,Hi.gglniTp,5 
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are not easily a'^ailatle t First, b^ks have strict stsfidards of 
licjiidity and security. They pit) vide 'vjorking capital for coniraerce and do 
not provide long-teim capital for industry or agriculture. Second, the 
principal depositors and shareholders of the banks, who are oisually 
importers, exporters, ^d merchants might object to providing finance 
to new industries, except In ventures undertaken by theaselves. Hence 
banks advance short-term self-1 iisiidatlng loans even under conditions 
of monetary stability. 

Under such circumstances, the Central Bank of a osuntry can 
contrilute to the better utilisation of the country’s real resources. 

It can facilitate the tr^sfer of real resources to the public authorities 
for utilisation for predictive purposes. Second, it can make credit 
available to private investors. In the early stages of the development 
processes, Government has to undertake large volumes of investment, which 
are essentia for the economic growth of underdeveloped countries, but 
are at the sane time either unsuitable for, or insufficientay attractive 
to private investors. These Include the social overhead projects ^d the 
projects of the public service nature e.g. , building of rails, roads, 
highways and electric power projects. 

The mere diversion of resources from private sector to 
public sector (toes not exhssist the potentialities of selective credit 
policies, in appropriate credit policy also retjiires that credit be made 
available on liberal terns for desirable forms of private investments and 
that the use of credit for other purposes be restricted to the extent to 
accomplish the desired re- alio cation of resources within the private 
sector without unduly raising the price level, 
japn.Qlugion 

The Centra Bggiks of South East Asia are of recent origin. 
They have been set up, mostly in the post war period. They are the signs 
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of m expression of monetary independence by new states anxious to 
solve the Isiraense pro bias of poverty in these regions. From their 
Inception they have trying to improve their coi’n try's productive 
Capacity banking stractnre while endeavouring to seaire 
^growth with stability*. 

Traditiona3.1yj it is the principal hisiness of Central 
Banks to supervise the ordinary cortinercial banks and to Iss'ie currency,- 
so as to support the genera economic policy of the ’lovemment. 

Outside India, the Central Banks of the other South Bast Asidu 
countries are superimposed on a rudimentory b,^king and credit 
stro. chare- though, In India too, the ordinary baking and credit 
system is not comparable in size or ' strength with that of the more 
advances countries of the world. Hence of the two forms of money, 
bsnk deposits are much less important th^ currency in these countries. 

There are, however, three flinctions besides the traditional 
fiinctions like issuing currency, ravaging Government accounts, acting 
as b^ker to the existing banks, holding foreign exchange reserves, 
supervising exchange control and undertakin,g research, which can only 
be propeily carried out by a Central Bank, and ifhich have particular 
relevance for 'growth with stability*. First, a central bank can 
help to finance Government spending; Second, it can alleviate the 
effects of foreign trade fluchiations on the level of domestic 
activity prices; and finally, it csn promote tha sound expansion 
of ordinary baking and credit facilities. 

The finsncing of Government spending through deficit means 


is designed to make available to the Govemment, resources which 


would be otherwise idle, 
domestic price stability 
to overarabitious Govemmej; 
methods of tapping resources fo 




It is 
Ctlierwiss 

Ojs.- . .. 
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‘The Central Bjgik mnstj thereforej keep a close check 
on the monetary Implications of deficit financing m-d of the 
Government’s fiscal operations in general, and it-must assist 
tiie fjovemraent in formulating a fiscal policy consistent with 
the aim of growth with stability. Without such a sound fiscal 
policy, the Central Bank in attempting to achieve price stability 
by its oTfKi efforts, may curtail production in the private sector 
to such an extent that real Income is reduced. 

It has ‘to pay attention to the promotional aspects by 
creating laaciiinery for raising capita for industry and agriculture 
and by facilitating the grant of loans for the ssie. This is being 
done in underdeveloped countries so that investment facilities for 
the private sector may rise and economic planning may be financed 
without inflationary conditions. 



The domestic capital resources of underdeveloped countries 

need to be supplesented by foreign capital if the vicious circle of 

poverty is to be broken in a reasonable period of time, Foreign 

ezch^ge is needed for .the import of capital goods ^d other 

developmental efy.ipraent. As underdeveloped countries usually do not 

produce elaborate machinery tools the deaand for such imports 

tends to be large, Fo” ins tan ce, *’ln the Philippines’ Five Year 

Economic Development Frograame about one ha3. f of the 'total cost is to 

1 / 

be met by foreign exchange,” The total investment cost of the tm 
year development programme of Ceylon is placed at Hs. 13,601 million 
( U.S./S 2,856 million ), It is estimated that foreign assistance 
forei^ borrowing will be forthcoming at the rate of Bs, 150 million 
per annum to finance the investment cost of the Plan, In the First 
Five Year Plan of Fakist^, according to the origin^, estimates, of 
the total cost of the Flm of Ps. 10,800 million, both in the public 
and the. private sectors, the foreign aid loais were to account 
for Eh, 4,250 million or about 39 per cent, while in the Second Plan, 
the foreign loans snd aid accounted for !b. 8,000 million or 43 per cent 
of the total Flan expenditure both in the public and the private 
sectors. In the Third Plan, the foreign exchange component has been 
rediced to 30 per cent. In the Second Five Year Plan of Indiaj 
according to the origin^ estimates, external resources were expected 
to account for Bs. 800 crores or about 17 per cent of the total public 
sector investment in the Flan. In the Third Five Year Plan they are 

expected to account for Pg,2,200 crores or about 30,3 per cent of the 

j/ U.I.Soonomic Bulletin for Asia and Far Bast, ybl, YII^Yors," P.54,"" 

UPovonber, 1956. 

^ I.M.F., Financial News Survey; Yol. XI, Ho. 50, P.307, June 26,1959, 

^ Outline of the Second Five Year Plan of Pakistan, (1960-65) 

P, 19, January, 1960,^ so Reserve Bank 1 of India Bulletin, April 1964* 

P.413 
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total plained pnblic expenditure. In South Yiet-Iaa, the share of 
external resources to the public expenditure in 1955, 1956, and 1957 
was about 36,5 per cent, 44,8 per cent, and 40. per cent resiectively. 
In Fepal, about 79 per cent of the planned public expenditure was 
financed through external assistance In the First Five Year FI In 
other countries of the region ^so, foreign assistance plays m 
important part in fin^cing the development projects. 

With mounting imports of ec^ipment for development projects 
^d of consumer goods for an expanding domestic 'market, the foreign 
exchange reserves in most of the South Fast Asi.^ countries declined 
rapidly in the post war period. The follo^^ing table shows the trend 


of foreign exchange holdings in a few Asian countries. 

Table No.61 ^ 

foreign g irchnr.gfi Holdings 
( Millions of U.S. Dollars) 


Ccun try 
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Bunna 

159 

198 

211 

123 

92 

121. 

93 

94 

112 

Ceylon 

217 

163 

114 

169 

204 

221 

183 

185 

164 

China- 

35 

34 

45 

20 

46 

63 

92 

92 

85 

Taiwan 

Indonesia 

231 

79 

67 

167 

226 

209 

185 

154 

138 

Malaya 

262 

273 

270 

291 

315 

324 

328 

330 

320 

Pakist^ 

612 

268 

258 

290 

322 

324 

242 

267 

234 

Phllit)uines24£) 

227 

231 

198 

140 

139 

• 65 

75 

58 

Thailand 

245 

230 

188 

160 

186 

199 

217 

220 

127 

216 

Viet-N®i 

wm 

•>» 

— 

0m 

125 

132 

138 

158 

India 

1640 

1482 

1518 

1535 

1544 

Ills 

625 

561 

457 
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The unfavourable balance of payments position resulted in 


inade(|aacy of foreign exchange resources in the implementation of the 
development progrgaraes. The following table gives the b^ance of 


"c en ts "do sit ion c f Sou th B as isn 


omJ s int^r-nal Frcbleas "* Bernard B. Journal of 


Pacific Affairs : ?ol . XXXI ,Ko , 3, September 1958, P.245, 

5 / u.N, Statistical Office^ Monthly Bulletin Statisl^ics; Deceaber 1958, 

Vol.XIIjNo. 12, PP. 173-177, Table No. 53. 

(a) C^culal:ed from Reserve Bank of India Bulletin, PT.1860 & 1861, 

Table No. 2A, November IS^l. . Accordtog to the Reserve# B^k of Mdia^ 
Bulletin, to ra 1964, Table No, 21, India’ s Foreign Exchange Reserves in 
196 3-64 stood at Bs. 306 3B8S cro res. 
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■ 726 -782 -567-503-6C7 -5l6 


-451 -537 


§/ Prepa-fed from 1' .!’: ,3conoaic ’3iil 
Vol.IX.No.S, Decem’osr (1258), 
Asia ^.d the Far Siast; (1962, 


Is tin. for Asia 3 S ^6 Far 2ast, 
P.75 and Fconomic '3urvey of 
; T.able Fo.l7,P^.203 


'§ October, 1962 
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The above table indicates that Ceylon, India, Pakistan, 
Philippines, Singapore, Thail^d, and Viet-Nap have all shot>tti a 
considerable deficit In their balance of payments account. Cgabodia, 
which had a surplus of the balance of paymmts upto 1954, has been 
consistently mnning in deficit since then. In India this has been 
mainly dae to a considerable increase in imports. Imports rose from 
about!;. 979 erores in 1951-59 to !=.1191 crores In 1969-6 3, while 
exports accounted for?-, 733 crores in 1951-59 and declined to 

u 

Bs. 688 crores in 1969,-63, The actual increase in the import c|Uotas 
in India began from the beginning of the Second Plan* It was because 
of the fact that heavy machinery was imported to a very great extent to 
ihlfil the aim of setting up of heavy and basic industries in the 
country. In other countries also, the sm rise in imports has been 
the main factor in their unfavourable balance of payments position. 

To overcome the shortage of foreign exchange, the Government 
in most of the countries in recent years have imposed restrictions on 
imports of luxury commodities and stopped the import of certain 
commodities altogether, while a few countries had to drop some of the 
projects, which they previously planned In their development 
progrsinmes. In Bima, for instance, the Government * In 1955 cut back 
departmental spending, and Open General Licensing was temporarily 
abandoned for most consumer goods. Similarly in the Second Plan of 
India and in the First Plan of Pakistan, shortages of foreign exchange 
h^pcred the economy at every turn. For lack of foreign exchange, 
(ijmestic resources could not be fully mobilised for development and 
tended to be invested in construction and other sectors recjiiring 


jj See .Heserve 3.^J-: of India Bulletin: Table !'To ,495 F,554, April ^1964, 

S/ * Buraa*s Decade of Independence*’; "S,?. Francis 5 Journal of 

Political Quarterly; Vol.XXIXjJTo. 3, P.954, July-September, 1958 
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relatively little foreign exchange. They would not be diverted to 
more productive chanriels. These problems of foreign exchange %irere 
expected to limit the progress of Implsnentation of the Second Plan 
of Pakist^ also. 


The rate of economic development can lead to significant 
acceleration 5 if the flow of capital from developed to underdeveloped 
countries is maintained. Efforts should, therefore, be made to create 
conditions which may lead to a greater Inflow of foreign capital to 
the developing countries. Unless there is a substantial supply of 
foreign capital on favourable tenas, the Implementation of development 
programmes will not be possible. 

The magnihide of the possible balance of payments difficulty 
resulting from Implosmitation of a development programme depends to a 
large extent on the size of the programme, the nature ^d distribution 
of import substitutes and export promotion projects in the tot^ 
programme ^d the timing ^d the terns of servicing of foreign loans. 


A developing economy can achieve a higher rate of economic 
growth and need impose less strain on its domestic economy if more 

w 

external finj^ioe is a’S’ailable, Any further ma^or expansion of our 

economy, particularly in the industrial field will depend mainly on 

our ability to ensure a continuous flow of fresh capital. Except for 

such success as we may achieve in bringing into use some of the 

accumulated ^d hidden wealth in our country, the amount of fresh 

savings from within India will clearly not be ade<|iate to finance 

development of the magnitude, and at the rate red^ired to provide 

11 / 

foreign exch^ge for imports of new capital e(|uipment. This is true 


in the case o f oth er un derdeveloped countries a lso, 

9/ 0utline"~of the Second Year Flan of Fakistanj Flanning Cormnis 

Go vemm^t of Pakistan; P,15, January, I960, 

Ml/ S.C.A.F.E. Bulletin, Tol.VII, No. 3, P.58, Novas her, 1956. 

11/ Industrie Developm^t - A Guide to Accelerating Economic Growth, 
Murray D.Bryce - 1960, PP,67,68. 
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Aid may be placed in a broad perspective by regarding it 
as attempt to raalce the best use of a'vailable .goods aPd services 
in pursuit of achieving the higher st^dards of living, but its use 
s-iould be Carefully examined in the light of its effectiveness as 
ccurc-rec to other techjii<|ies for accomplishing slrailar objectives. The 
criteria used to determine the amount of aid to be taken shotO. d . rel ate 
to its need and ability to use the aid effectively as well as the 
capacitj’- to repay that aid. 

The feasibility of external assistance in m underdeveloped 
country depends on its capacity to augnent prociictivity and the 
maziaura possible benefit idiich it can yield to the recipient country. 

It is from this st^dpoint that one should examine the characteristics 
of external assistgffice with regard to its form, continuity and time. 

Sxte.m^ resources can be made available to a country in 


the form of technical and financial assistance. The forraer provides 
guidance and knowledge in the incorporation, within a development 
programme, both of relatively scarce domestic resources and of such 
external resources as can become available. In order to contribute to 
the fullest extent to a country’s productivity, external assistance must 
possess an elsaent of continuity. Development programming, either on an 
overall or on a sectoral basis, will prove difficult if external, 
assistance moveaents are relatively erratic. It is ecp-ally necessary 


that external assistance should flow Into the specified segnents of the 
programme at stated times when the development progranme has bean worked 
out and when a certain amount of externa)- assistance has l^een ^visaged. 









assistance to the underde '^eloped countries. These institutions 
provide assistance in the fo.im of j (a) direct forei,gn inveslxaent*, 

(b) e-jiity fin^icingj (c) technic^ assistaice (1) experts sent as 
advisors, (ii) scholarships grsftited for higher edication, and 
(iii) engineers a^id teclinici.ans sent for. giving training and helping 
the underdeveloped nations in the selection of projects and 
Impl ©agitation of progranmes. 

The term ^economic aid'' includes both grants and long term 
credits. International grants are additions to resources from the 
outside world. They do not recfiire repayment and, therefore, impose 
no annual interest charges on the receiver. Different forms of grants 
have played a decisive role in the post war period in the recovery of 
the major parts of the world from war time maladjustments. The 
progranne of the United Ifations Belief and BehabHitation Administration, 
Rehabilitation aid in parts of the Far Bast -sfid the assistance of the 
Economic Cooperation Adainistration to Western Bnrope are the 
outstanding examples. 

In the post war period economic aid progr^^mes of U.S. 
included relief assistance in the fonn of food^ clo'thing, medicine^ etc. , 
wheat lo^ under P.L.4S0 to India and Pakistan as outright grants 
and reconstruction aid for purchasing material and capital ec|iipment 
in the fom of loans. Technical assistance is also being provided by 
various nations. One of the alms of aid programmes to underdeveloped 
countries is to create conditions, which would make the extension of 
further aid unnecessary and to make the economy self-g^erating. This 
can be c^led as the take-off-stage, which the developed nations 
attained long ago, and the underdeveloped nations are trying to reach now. 

The relief grants In the post war period have been extended 
fHHat either from a humanitarian motive or as military aid to fight 
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com'?mnism or capitalism* Of the two types of grap.ts, in the post 
war period the latter is becoming more Import^t and its magnitude is 
incalculable. 

The multiple objectives of the II. S, military aid given to 
underdeveloped countries of South East Asia are said to be : 
Strengthening loc^ defence forces, including both th@se re<^ired 
for external defence internal secsirityj providing local military 
basis, ahd tnt1.diiig military facilities or infrastmctires. The 
latter tx-jo objectives were conceived especially .in relation to their 
contribution to the military effectiveness of U.S, forces which might 
possibly Intervene in particular local war contingencies. During the 
1948-50 period of intensified cold war in Southern ^ia, IT. S. economic 
sfid military aid became a major instrument of a foreign policy whose 
immediate aim as expressed in Truing Ibctrin^ early in 1947, was to 
strength©! the will end capacity of free countries to resist communism. 

The advocates of the military aid assistance argue that it 
provides additional goods permitting domestic resources to be diverted 
to promote economic growth, but they fail to assess the hardship and 
strain which other neighbouring countries of the military assistance 
receiving countries have to face. They also have to divert most of 
the resources in strengthening their military defence. Some times this 
military assist^ce leads to severe civil war and political instability, 
which may retard economic growth of the nation. Most of the South East 
Asi^ countries are facing this difficulty even to-daj. Below is given 
^ account of the military assist^ce given by IJ.S, to South East 
Asian countries between 1951 and 1957 under the Mutual Security 
Programmes. 

Foreim Aid s Theo-ry and Practice In Southern Asia (1960), 

Charles Wolf Jr. , P,407, Under Kennedy Acbilnistration, America 
laid greater ampfeasis on economic aid to underdeveloped 
countries. 



(194) 


fable Ho. 5 3 

14/ 

ainds Obligated for IJ.SJfilitary Supisort In Cbuntries of 

,.,iala.>,-..£is.gal,. ■ I ear.., . L9 5 4rI9 5 , 7 


( Millions of U.S. Dollars ) 



1Q54 ^ 

KELUiili'l^sSl 

1937 

§ total 

Indochina 

678.6 

435.8 254.5 

272.5 

1641.4 

Cspbo dia 


32,9 

23.6 

56,5 

Laos 


42,1 

38,6 

79.6 

Viet-Ngffn 


179.6 

210.6 

<^0,1 

Pakistan 


4D,9 

37.0 

77.9 

PhUipptoes 


9.5 2.5 


12.0 

Thail'sPd 


8,4 

“ 

8.4 

r-xr-. ii”n 

1 

•g 78^5 

453. 7 2S:.7,9 


2265.9 


For the year 1951 to 1967, the total U.S.ecxjnomic and 
technical aid obligations in the countries of Southern Asia under the 
Mutual Security Programme accounted for ^ 12^,7 million in thirteen 
countries. The countrywise break up is given in, the following table. 
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Binna 

10.8 

13.7 

6,9 

0,0 

0.0 

1 -. 

0.0 

25.0 

56,4 

Ceylon 

0.1 

0.0 

0.0 

0.0 

0,0. 

5,0 

6.1 

11.1 

India 

5.2 

52.7 

43.6 

86.9 

84.4 

60.9 

68.7 

40S® 4 

In (to china 

21.8 

24,6 

24.0 
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26.8 
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Indonesia 

8.0 

8.1 

as 

3.9 

7.0 

11,1 

26.7 

68.4 

Nep^ 

0.1 

0,2 

0.5 

0.7 

2.4 

2.0 

4,4 

10,1 

PaMstan 

0.5 

10.6 

26,8 

22.7 

71.4 

66.7 

61.7 

260-, 3 ■ 

Phil ippines 

15.1 

32.1 

17.9 

14.5 

19.6 

26.6 

33.9 

159.7 

Thailgpd 

8.9 

7,1 

6,5 

8.7 

38.2 

34. 5 

34.5 

138.3 

iT5 ST 

'"'T' 

149.1 

7 

161.9 

149,3 

' 2 ^ 72 ^ 

326.8 

133-5. 7 


M/ IMd . P.404 

15/ Foreign Aid Theory and Practice in Southern, Asia (I960) 

Charles Wolf Jr. , P.403, The figures in the above table exclude 
surplus commodity assistance under P,L,480 to Indonesia 
(^ 98 million In 1966 ; Burma, JS 17 million in 1957; and India, 

^ 290 million in 1957 ) 
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Hiring the years 1951 to 1957, India has received, the 
largest mount of foreign aid in the form of H.S, economic and 
technical assist^ce. It accounted forlJ.S. 0 402.36 million. 

Palvist#! comes next to India and the IT. 3. economic and technical 
as.gist^ce received by it du.rlng the smo period accounted for about 
^ ToC.Smillion. 

TheU.S.S.-l, is also providing economic, and technical and 
military assist^ce to the countries in the communist block as well as 
to neutrals. The following table gives a comparative account of the 
Soviet Union loans and the U.S. assistance to the underdeveloped countries® 


l..CQiiQialc.,M.«i,:py, .the .So-vist, an.gk ,an.d„.1?lis,H4Si 
■ki~SQTa.th aio,.d, £ast IslaD .Coimtxlas 


12 / 

■fiQ.YggSIl.g3lS 


( Millions of U.S, Dollars ) 
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"" soviet Block Countries 1945 lu.S.Govejmiment 

1 

Recipient 

1 

to 1957 


l?Aid Deliveries 

I Total 

Country 




510.46 

t<nl257 


f 

Credit agreoaents 

**1K**’ 

Estimated. Credit SGr^ts) 



signed 

JL 

deliveries) 

1 



India 


362 


89 225 

273 

498 

Indonesia 


113 


23 158 

128 

286 



26 


6 

6 

6 

Burma 


22 


7 5 

21 

26 


The Soviet Aid to underdeveloped countries is in the form of 
loans bearing a low rate of interest. It does not consist of free 
gran ts-in- aid. On the contrary, U.S, Government economic aid programmes 
consist both of free grants in aid and credits. Between 1945 and 1967, 
of the tot^ U.S. economic aid to India 55 per cent was in the form of* 
gr^ts-in-aid and 45 per cent in the form of credits. 

Te chn i cal As s is tan ce .an.d fi.rDM.t32 

In most of the underdeveloped eouiitries economic progress is 
checked on account of inadecjiate technical know-how. These countries 

16/ The Ecxinomic Development of Oommunist CSilna? T.J, Hughes and 
D.S.T.Luard, P.72 (1969). Also see Joseph S.Berliner; Soviet 
Economic Aid; Table Io.5,P,52 and ’The lew Economy of China; 

17/ Sovie^E<x>:^mic Aid}Joseph,S, Berliner, Table Ho. 6, P, 57 
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usually lack the internal coor'dinating machinery necessary to ensure 
the proper selection of priorities, the best phasing of development 
projects and. the mobilisation of technical assist^ce to secure the 
best .results. Therefore, a significant contribution caji be made by 
the expansion of inte.mationai- cooperation among countries. The amount 
of scientific and technic^ laiowledge available for this task is 
greater now th® ever before and it is continually increasing. The 
Immediate problon to-day is to organise ^d direct the external 


technical-know-how into channels where it can produce the speediest 

snd most constructive results. The aim of external technical 

assistance should be to increase productivity of materia]- and human 

resources in underdeveloped countries so that a wide and ecpal 

distribution of the bmefits of such increased productivity may help 

to contribute to the realisation of higher standards of living for 

the entire population. Together with this ”du,e attention and respect 

should be paid to the national, sovereignty and national legislation of 

the underdeveloped countries to the social conditions which 

ii/ 

directly affect their economic Develops 'Sat, The objective of technical 
assistance should be to assist underdeveloped countries to get the best 
possible advice and technical information to solve their developmental 
problCTs, . . 

The patterns of economic development which fit the social 
and economic structure of the technically more advanced, countries 
cannot be applied without modification to those which have roaained 
underdeveloped, "It is an ix illusion that the provision of aid is an 
automatic self-adjusting process, Ceylon recfiires an expert on 
chicken rearing, and instr^ia is willing to supply one i .h.av pre.s..tQ ; 


’The Technical Assistance Frograame of the United Hations*s 
A*D*K,0wen, -Journal of Political Qrarterly, ¥ol, XXII, No,4, 
P.323, October- Decern her, 1961 
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the probl«E is solved. But the chicken expert must rirst turn himself 

3iito ^ expert on conditions in Ceylon before his prior expertise 

will oe of the slightest valne. Neglect of this simple precaution 

19/ 

has mined more aid ventures th^ any other factor,” Therefore, the 
teciir;ical help should be given keeping fully in'to consideration the 
needs of the country as well as the natural, social md. cultar,^; 
factors prevailing in- the country. If these things are not kept in 
view, the technical -know-how will go waste without substantially 
increasing the country’s productive capacity. Moreover, if instead 
of increasing economic prodj.ctivity, the technical -know-how is being 
provided to increase military strength, it can lead to frastration 
and may even prove detrimental to the economic growth of the 
underdeveloped nations, 

PUrther, in every country development must be brought about 
mainly through the efforts of the local population, with the help of 
the domestic resources and by means of appropriate changes In economic 
^d social structure. In some cases external technical assistance 
may be crucial, but the msdor part of the labour and capital must 
come from domestic sources. Too great and too long continued 
dependence may impede rather than accelerate development along sound 
lines. 


_3j!.id3n.g . Princi ples o.f 

The main retjiisites for the successful impl mentation of 
the technical assistance progrspmie are : First, it should not be a 
means of foreign economic and political interference in the internal 
affairs of the country concerned and should be free from any 
consideration of political nature. Second, the feasibility of such a 
progrsnme should be judged by its practical success in adopting and 


IS/ *The Ns®ie and Nature Foreign Aid, High Tinker; Journal of 
Intemationsa Affairs, %1. 35, No. 1,B.45, January,1959. 



( 198 ) 


combining scientific findings and technical experience from -mstny 
sources to meet the re(|j,irefaents end resources of particala? countries* 
The technic^ assistance must be designed to meet the needs of the 
country it should be suitable for use in the particular recipient 
country. Again, experts provided must be selected not only for their 
professional competence, but they must also have ah understanding of 
the cultural background and of the basic problans, which face the 
country in which they are to serve. The technicians should not have 
pre-planned notions. Technical assist^ce should be provided by the 
participating organisations onl3»' in agreement with the Government 
concerned and on the basis of specific requests made by them. It 
should be rendered only to or through the Government and should be of 
a high <|[iality and technical competence. 

The needs of the underdeveloped countries are many and 
urgent. The expanded technical assistance prograame should 
essentially be a long-term undertaking as the need for concerted 
efforts on a substantia scale will continue for many years before 
they become largely independent of outside technics! aid. The 
technic^ assistance programme must relate to long-tem progrspmes of 
economic developmmt. 

Forms of Technic^ Asslataa-Oa 

The form of assistance furnished to m underdeveloped 
country depends on the particular needs of the country concerned. In 
most of the countries, due to lack of widespread education, the 
Govemnent fails to Plan development progrsiames propeiiy. Thus to 
assist Governments whose own machinery in this respect may still be 
rudimentary, the basic form of assistance which the international 
organisations can provide is in the fom of teams of experts sent to 
perfoim specific tasks which may vary from simple short range ones to 
extrOTely cxjmplex and long range ones. Such experts may be responsible 
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for the operation of specific projects. They may serve as advisors • 
to appropriate branches of adainistration, or as consultants for 
training periods on specif problems. Advisory missions may sometimes 
be remired also to assist the Government of an underdeveloped country 
to raaiie a general assessment of its human and material resources and 
tiien framing a programme for its economic development. 

Complementary to such expert missions is the advanced 
training of technicians from the underdeveloped countries either 
at home or abroad. The lack of trained personnel, both in the 
skilled trades aid at advanced technical, professional and managerial 
levels is one of the major obstacles to the economic developaent 
of underdeveloped countries. Therefore, means must be found out 
to overcome this difficulty. 

Technical assistance can also be provided to underdeveloped 
countries in the form of information on the latest techniques and 
assistance in discovering the most suitable machinery spd e(jiipment. 

Such type of assistance is re(|iired by indistrial ^d agricultural 
organisations or services ^d by technical research and teaching 
institutions, aid will enable than to take advantage of the recent 
developments throughout the world. Here the international organisations 
can render a great service to the underdeveloped countries, because not 
only do they have experts on their staff trained in various problOTS 
which concern the underdeveloped countries but they have the pledged 
cooperation of their rnenber Governments and are in contact with 
Governments aid private technical institutions throughout the world. 

The nature of the technical assistance that has so far been 
provided by the World Bank on Government basis ranges over the whole 
of economic and social developaentj including nationwide economic 
surveys, organisation of central and local Government services, or the 
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constrj.cticn of roads, railways and electric power plants aJid the 
training of teachers {jid, the developraent of cottage in ciis tries. 

The rendering of Technical assistsjice encounters Tii;^.y 
difficulties, Soae of them are inherent in the very conditions of 
econo'iic underdevelopment which technical assistance is designed to 
remedy. There is sometines ah imperfect appreciation in the 
underdeveloped countries of the character of their total needs and a 
conseaient rflisunderstahding as to the proper priorities to he 
assigned to projects of economic development. At the sme time, the 
trjsisference of the knowledge, skill, aJid experience of the develcpec 
countries is far from a simple operation and more exp^erience will he 
needed to ensure the success of every operation under-taken. 

The main difficulty which the underdeveloped countries ~aX 
is in respect of fully mobilising their domestic resources. The 
president of the I,3,H,D, at the meeting of the Scononiic and Social 
Council in February 1951 said, "some countries have sufficient 
resources and credit to enable thm tc carryout development on the 
basis of borrowing from abroad, I think we should fr^kly face the 


fact that others do not? they cannot ade<jaately accelerate the rate of 

their development if the only capita which they receive is in the 
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foim of lo^s which they have a reasonable prospect of repaying," 

To aiUSaent production, it is therefore, necessary to plan propeH;/ 

and to exploit the human ^d material resources to the fullest extent* 

This objective be achieved if the underdeveloped countries invite 

foreign experts in place of sending their people abroad to receive 

training. In the first place, this wfij. help these nations to have 

on-ths-spot planning of the projects; Second, a large number of people 

* The"" Technical Assistance Prograiirae" of the United Nations,* 
A.D,K,0¥en, Journal of Political Quarterly, ?ol, 

P,333, October- Decern her, 1961 


caj:i get technical trainingj fitially, they can. save ranch of our 
forei, 5 i oxchaige .also, tfiich can he utilised else¥he.re. 

? rl-r pt-B . 3-- -f. 

Private direct or entrepreneur investments and private 
lending played a predominent role jja eztewia!. financing in the pa.st, 
jjartieilarly tipto the outbreak of the first ;forld vJar, The inter-vrar 
period was characterised by considerable private lending and 
direct investment in the early post war period onljf. After the 
nineteen thirty's depression, it failed to be resumed on a si^ificsnt 
scale. The recent post-war period, especially 1947-48, has witnessed 
a substantial revival of private direct investment bat not of private 
lending. Both, however, have been heavily overshadowed by 
in ter- governmental lending and by international, loans and grants* 

In Asia ^d the Far East, Philippines appears to be the 
only underdeveloped country having attracted significant amounts of 
private investment capital in recent years. The rest depend to a la.rg 8 
extent on the in ter- Governmental assistance for sustaining their 

imports the ten low income countries of Asia, Burma, Ceylon, the 

Hepublic of CSiina, Indonesia, India, Iraqpe, Pakistan, the Philippines, 
Thailand, and the Republic of Yiet-!’^, which received less than 
$ 100 million of private long-term capita had a net inflow of more 

' zu 

than. JS 600 million in officijaL long-term capital ^d grants In 1957. 

Despite the efforts of the Government, India In recent 

years has not succeeded in attracting much private foreign capital. 

The overall total of foreign business investment to the end of 1963 

has been estimated at Ife.419 crores, ( or % 880 million ). Of this 

total, about 80 per cent represents investments from the U.K. The 

second largest investing country was the IT.S., but its total in 1S53 

accounted for only Ife. 31 crores. Some invesbaents of smaller dimensions 
ij/ U.E., The^5iterna}^~n^''Wo'v^ of Private Capital 5 1956-58 ,P, 14,1959 



have come from the continental Q.iropeon countries. Since 1952 ^ the 
flew of forei.gn investnent has continued gfid to-day the grand total 

29 / 

should be approximately of the order of Ih.SCO crores, Measurec, 
asahist the scale of Indian needs, the flow of foreign private 
investment has been cpite inadecuate. One important factor is the 
ch^ged character of the in,te.mational capital market. The old. 
long~tetm private capital markets centred in the ¥este.m Siropeoh 
capitals Kew-York have almost gone. Their work in floating shares 
debentures of overseas business enterprise is now unimportant® ■ 

The sspie is true of their trade in outstanding securities, while their 
•important role in f}.oating foreign Government bonds has Just about endec 
Since the end of second world war, the 'bulk of the private 
Capital exported to the underdeveloped areas, including India has 
been that involved in the establishment by foreign complies of 
overseas bran.ches or subsidiaries. This type of direct of controlled 
capital Investment accounts to-day for more th^ four-fifths of sll 
foreign business investments in India. It me.ans that taxes on 
branches or subsidiaries of foreign eompgnies operating in India, 
and individi^ taxes affecting their local managers and staff, can have 

sy 

a crucial effect on the flow of forei^ investment. 

Private foreign investment throughout the period since 

1945 has fluctuated at a low level and v;ithout any sign at all of 

upward trend. In low income areas the domestic market is small. 

Hence direct business Investnent as a means of financing economic 

growth was largely concentrated on extractive industries, mines, 

oil wells, plantations, producing raw materials for export mainly 

9 ^ Taxation and Foreign Investment, National Council of" applied , 
Economic Besearch, New Delhi, 1957, P,7 
Sjy Ibid : P.8 
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in the adviced countries. This is the colonic pattern of foreipi 
investment, which was eo.amon upto the end of the second world war, 

2M 

Tlie gross inflow of private investments at Rs.26,1 crores in 
1958 showed virfeiany no change as compared to 1957. The gross Inflow 
was smaller than In 1956 ( R;,. 31 crores ) bit considerably above the 
average for 1954 ahd 1955 ( Bs.19.9 crores ). Since the capital inn.ow in 
the three year period 1954 to 1956 contained a larger proportion of 
retained earnings than in 1957 or in 1968, fresh capital receipts in- 
each of these two years stood higher at about F3.I6 crores as against 
Es, 11.6 crores in 1956 an average of Rs.7.9 crores in 1954~55, 
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me capi'cal 


inflow from private sources from abroad may be 
expressed on the gross or a net basis. Since most of the private 
foreign investment which takes place in India is associated with 
the setting up of new enterprises or expansion of existing 
enterprises rather than with purchases by foreigners of outst^.ding 
shares in the stock market, figures of gross inflow are a good 
indicator of the contribution of foreign interprise to the building 
up of capita assets in the country. On the other hand the net 
concept, by flowing for repatriation of capita, that is for the 
transference of assets to residents etc,, indica'ces how much 
. foreign capita continues to r^ain employed in the economy from 
year to year. Where the intention is to find out whether ir.vesfeient 
opportunities in a country are widaaing, it is sufficient to 
consider the gross figure, 

25/ Reserve B^k of India Billetln, P,675, May, 1961, 
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The gross capital inflow from private sources amounted, to 
25,6 cro-res in 1959, as against F?„ 26.8 crores in the preceding year. 
It Was also lower than in 1967 and 1956, bat sizeably higher than the 
a^inual average for 1954 and 1955. 

Fresh capital receipts from abroad, as distinguished 
from retained earnings, for the establishment of new units as well as for 
expansion of existing undertakin.gs, were lower in 1959 at P?., 10.5 crores 
as against Pi, 17,1 crores in 1958, In this connection approvals given 
for issue o‘f shares to non-residents would appear to be a better guide 
to the foreign investor's response to the changing Investment cllraate 
in the country, since there is usually a time lag between the grant of 
approvals for issue of shares and the actual allotment of these shares. 
Approvals for allotment of shares to non-residents in 1959 were, in fact, 
signific^tly higher at over Ps. 19 crores as against Es, 13 crores in the, 
preceding year. The rate at which shares were actually Plotted was, 
however, rather slow In 1959, with the result that the allotment of 
shares amounted to Pi’.S.S crores in that year as against Bs,7,5 crores in 
1958, The decline in the rate of actual al.lotffi,0nts is reflected in the 
reduced inflow of fresh capital mentioned earlier, 

toother source of foreign private investment is provided by 
the retained earnings of foreign controlled companies. The amounts 
retained for some recent years are shorn in the following table. 
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7.0 
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6.9 

6. 

8 

9.0 

4.5 

27.2 
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9,7 
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6 

1.7 

2.5 

19,5 


26/ Ibid : P.676 
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.1957 

Farred. 

12.5 

10.7 

iZ o 

S.G 

1 

Dis iribited 

7.1 

6.9 

6.8 

4.8 

25.6 

Retained 

5.4 

3,8 

-1.5 

1.8 

9.6 


Earned 

11.0 

12.9 

4.9 

6,4 

35.2 

Distributed 

5»4 

7.8 

6, 3 

5.9 

25,4 

Hetain,ed 

5,6 

5,1 

-1.4 

0.5 

9.8 

JjjSg 

liable Cl 

10.6 

16.1 

6.7 

6.0 

38.4 

Distributed 

4# 5 

9.0 

4.8 

5,0 

23.3 

Retain.ed 

6,1 

7.1 

0.9 

1.0 

15.1 


Unlike in the preceding t¥o years, in 1959 there was a 
substantial rise in profits ploughed back in bisiness which rose to 
R3« 16*1 crores. from Ps.9.8 crores in 1958 and Ps, 9*5 crores in 1957, 

They were, however, lower as compared to the high of Ps* 19. 5 crores 
reached in 1956, Total earnings of foreign controlled enterprises 
accniiL-g to non-residents gnounted to Bs*38,4 crores in 1959 as against 
P". 35,2 crores in the preceding year. It is signific^t that diring 
1959 the increase in retained earnings exceeded the rise in aggregate 
earnings, since distriaitions out of earnings were reduced. The rise 
in earnings was accounted for mostly by the manufacturing group. For 
the second year in succession, the manufacturing group eam.ed more and 
provided for a larger gnount of reserves; total proportionate earnings 
of these companies increased from Bs. 13 crores in 1958 to Ps, 16 crores 
in 1969 while the reinvested profits went up from Es. 5 crores to 
7 crores. The overall expansion in investment activity and improved 
business conditions have had, in general, a favourable effect on 
earnings, particularly of the maP-ufac taring companies. As could be 
expected, because of the Government’s restrictive import policy, these 
industries have, of late, enjoyed a sheltered market in India for their 
predicts. The plantations group' which comprised mostly tea companies. 



presented m encouraging position, unlike in the preceding two rears* 
iiiese companies had to draw sizeatly upon their accumulated earriixigs 
in 1967 1958 with a continuous in their earnings. In 1959^ 

however, they earned, more and retained a still larger share of these 
earnings by redu-cing their distribution of dividends, etc. in the 
case of the petrol earn group, retained, eam,ings were higher despite 
a reduction in total earnings. Of the aggregate earnings retainsc. in. 
195S, manufacturing and petroleum groups together accounted, for 
over 85 per cent. 

The Improveient in net foreigi investment mentioned at 

the outset was almost entirely due to a sharp fall in the level of 

capitsa repatriation in 1969 to Hs, 14,8 crores from 84,4, crores In 

i^''^cS3Urr\a' 

1968, As. was the case mlhe^year, the balk of the outflow in 1959 
was in respect of the petroleum industry which fell considerably from 
Es. 81.9 crores to Es. 12,9 crores. 
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( 8.i-a5s in Crores ) 
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1958 
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6 . 2 

35.9 
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52.1 
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-15.7 

34.6 

8.8 

27.7 

1959 

Qross 

15,2 

3ao 

4.7 

52.9 

Net 

2.3 

32.1 

3.7 

38,1 

Outstanding 
at the md o 

investment 
f 1959 120. 7 

250,7 

230.3 

610.7 


27/ Reserve Bank of India Bulletin, P,676, May 1961 




( 207 ) 


Foreigti private investment in India was tradition^ly 

concentrated in plantations, trading and transport. Bit in recent 

years, investment in m^ufactaring, including petroleum refining, 

has become more important. Of the total investment in trading over 

?3, 800 million was in oil distrihution. Similarly oil refining 

was the most important raspufac taring industry, though accounting 

for only about a sixth of total investment in manufacturing. The 

U.L, roaains by far the largest foreign Investor in India, oiaiing 

over 80 per cent, of total foreign capita, and still it is the 

main source of new flinds for direct investment supplying 164 million 

out of a total of 243 mil] ion rupees in 1956, IT.S, was the next 

most important investor with 71 million rupees. About three ^^uarters 

of total private capital in India in 1956 was derived from retained 

earnings, which were Bs. 179 million, of which 90. million was reinvested 

2g/ 

by the petroleum inc&istry and Rs, 44 million in manufacturing companies. 
The coloni^ pattern of direct investment in economically 
backward areas is characterised by production of primary commodities 
for export to the industrial creditor countries. In these areas, 
foreign business enterprise is attracted for the production of raw 
materials for export markets, because domestic markets do not afford 
any strong inducaaent to investor. 










iSJ 




The flow of private foreign capital to countries of the 
region was exceedingly low during the early post war years, owing 
chiefly to ch^ges in the politic^ sd-tuatlon and the emergence of 
nationsiist Governments leading to uncertainty regarding the economic 
policies of some neiAy independent countries on the one hand, to 


28/ Reserve B^k of India Bill e tin, Sep tea be r 
29/ The International Slow of Private 

1959, 


,1958, P.1019 Statement 
Capital, lOS'S-SS, F.46, 


lY 



the need, of eosnosiic rehabilitation, the cautions attitnde of prit^ate 
investors, the other opportunities ' open to private investors 
in the capitsl exporting countries on the other. Several creditor 
countries in Europe becaae debtor countries after the war sid were 
not in a position to supply a substsoitial amount of capital to 
underdeveloped countries and capital from some countries in Shrope 
Was even repatriated frora several- newly independent countries of the 
regioPx, 


In their concern for political Independence ^d for 
expansion of economic activities of the state, some countries of the 
region, e.g, , Mnna, India and a few others have followed a policy 
of nationalization of certain .industries and of strict control over 
foreign investment. Sometimes, these controls have been tightened 
farther as a result of the ne'ed to safeguard the balance of payments. 

In many countries of the region, GovemnientS have claY^^ified their 
policies towards nationalisation of private industries. Government 
guarantees against nationalisation of foreign enterprises and or 
private enterprises with foreign capital participation within a certain 
time have been established, either by special legislation or by a 
policy statement in Buima, Cseibodia, Hepublic of China, Indonesia sP-o 
Thailand, 


Intemationsl political tension, which is based partly 

upon demestic instability and partly upon the differences in : 

ideologies, is another c^se for the decline of private foreign 

investment, Indonesia presents an instasice on the point. Hence the 

collectivist structure of the economy does not fully talce into account 

the dynamic forces operating in the economic life ox iihe nation, 

lio7~' ' I'^nomlc ' Bull e tin fo r ' ITi a and Far S.ast; Vol. 
lovember 1956, P,69 

•31/ ‘Indonesia’s Economic Riture’ ; Justus M.¥anaer ivroef- 
Pacific Affairs : Tol. mil, Ko.l, March 1959, P.69 
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•Some of the otlier iapoptssit obstacles to la^'g© increases 
:bi private foreign investusnt in South East Asian countries are : 
Inccnvertibilitj/ of the earrencies, fear of expropriation of property, 
discriminatory local taxes , linitations on the use of foreign 
personnel. In the creditor countries, nuch capital is con cen ■crated 
In. trie imstititicns ■:u.ch as life insurance companies , iivestsraent . 
trusts .^id savings bg^iks which cannot appropriately or legally take 
the risks of foreign, inves'to.ent. Besides, the United States one of 
the great potmtial exporting countries is itself undergoing rapid 
development, ahd returns on domestic investment are very attractive, 

” MoreoveTj the protective tgxxt tariff policy of the U,S, has worked 
indirectly, tut powerfully against her overseas private investment. 
High protection in one of the world* s greatest markets has made it 
more difficult for other countries to earn dollars. This in turn, 
has led to legal limitations on the transfer of p.rofits and to 
in.Gonvertibii ity of currencies both of which deter investment from 

m/ 

abro ad, 


In addition, direct investment in plant and ecpipment is 
subject to certain ftirtlier risks, epong which export and. import (|uotas, 
multiple exchange rates and exchange controls, and extensive Government 
regulations probably head the list. ?orei,gn owners of plant may be the 
object of discrimination or of special requirements to pay special taxes 
■fco hire a certain cfiota of native employees, to reinvest certain 
proportions of profits, etc. Foreign participation in ownership may 
at times be limited to a minority share. Finally, there may be general 
factors in the economic setting 'vj’hich are unfavourable, such as the 
shortage of trained personnel, inadequacy of the basic utilities, 
uncong^ial business lo^s, high taxation, inf!3.ation sno tne like. 


AS.Uach^.on md. H.S.'Ellis - 


in .ipuroacb to jiccnoraic 
P. 345 ; (1955) 


De vel opm ©n 1 1 
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Some nnderdeYeloped coiJntriss have adopted measures which 
are serious obstacles to nexf private investnents. This is because of 
Jis Tinfortinate experiences with foreign investments in the past, 
i-iese investnents in the beginnhcg were economic measures, but 


graduallj they grew from small beginnings and their power enlarged as 
the amount of the capital invested and the number of foreign persons 
¥it'i.ii':i those countries increased and subseduentl^g, their princip^ 


useflilness was to ensure political controls which tended toward 
maintenance of monopolies. In most of the South East isian countries 


the Hitch and the Chinese in the beginning csm® as small sellers of 
Various goods ^id graciially they captured the home markets and then the 
political power, "It is evident that there is hesitation, if not 
general antipathy in ra^y , articulate Im^nesisffi groups to the idea of 
foreign investment in the country; while at the same time, it is also 

realised that under the present circumst^ces , Indonesia is unable 

to generate ^y sustained development unless it has any ade(|iate capit^< 
If private capital keeps aloof from some of the basic 
fields for development j it nevertheless exploits the immediately 
productive lines of investment and it would be difficult to dispense 
'with these contriaitions to the current product of underdeveloped 
economies. Private capital investment brings I’fith it managerial and 
technical talents not adhering to public capital, in important aspect 
of private capital is that it moves on sound business basis of mutual 
profit, without involving moral problons concerning the duty of a 
creditor country to supply capital. It, therefore, provides a finaer 
foundation for Jong run economic relations than does public capita, 
lUrther, domestic entrepreneures tend to concentrate their 
activities in relatively a few sectors e.g. , agriculture, trade and 

' 33 /* Intoesia* s Sconomic ghture* , Justus M. ITander Kroef ; 

Pacific Affairs s ITol. Xmi, No.l, P,67, March 1959. 
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real estate owing partly/ to the lack of capitsa md partly to lack 
of experience. Foreign enterprise may pioneer a new Indus try, 
thus danonstrate looth its profitability and its capacity to cope 
with technic^ problems. Again, the forei,gn pioneer raaJ be acting 
on his oT'ffi, or he may be running a joint Yenture with domestic capital* 

It is sometimes easier to mobilise domestic capital for an industry 
if tne domestic capitalists can rely on the association of foreign 
entreprenairs experienced in the industry. Since the participation 
of .such entrepreneurs suggests that the industry has fair prospects 
of profitability and will have good managaient. 

Thus private forei.gn investment within a country can be 
favoured because s First, foreign investaents permit the development 
of resources and industries of a country earlier than would otherwise 
be the case, New and underdeveloped countries lack both in capita 
s^id skills, and both can be developed with the help of foreign capital 
within a short period. Private foreign investments bring the capital 
and skills ^d by creating larger local income ,and a broader range of 
activity in the country they can hasten the process of local 
accumulation of both capital and skills. Second, foreign investments 
permit the development of the resources and industries of a country 
without tremendous sacrifices by the people. 

At this stage it may be suggested that only that type of 
foreign private capital should be encouraged, which contributes to the 
national development in attaining higher productivity and higher 
standards of living. It should contribute to the developaent of the 
internal resources in underdeveloped countries, especi^ly in the 
development of national industry and ag3?ic5ilbure. It should not be made 
available in a manner or on conditions which are detrimental to the 
nation^ interest and sovereignty of the underdeveloped countries, nor 
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should it be linked with auy political or economic privileges for the 
Capita exporting countries - the establishment of the military bases^ etc 

gnnd i 1?, in£S.. of Pravl.diQg Foreign Pr i vate Assistance 

private foreign investment thrives if there is national 
and international political, security, price stability, ezch.s!nge 
convertibility and freedom of trade. Potential investors, both 
local and foreign, in industrial projects in underdeveloped countries 
are especially concerned about the dangers of n at ion ,al is at ion. They 
see. no point in ^vesting their time and money, in anew industrial 
project if it Is likely to be taken over by the Government at the 
time it starts to earn profits. A country, which wants private 
investment in industry should be prepared to show its good faith by 
giving a general and long terra guar^tee against nationalisation. 

There should ^so be a provision, permitting early nationalisation, 
if desired, by payment of a bonus, over and above fair compensation 
for the remaining value of the assets taken over. Such a guarantee 
may mean much in reassu.ring a nervous investor. Government should 
also clearly define its policy regardin.g the payment of compensation 
for industrial projects which it does nationalise at any time. 

Most countries recognise the principle of e(^itable 
compensation in case of expropriation. The Government of Afghanistsi 
has under consideration legislation under which arbitrators acceptable 
to both parties would settle possible disagreement on the amount of 
compensation to be paid in the event of an enterprise being 
nationalised or takm over in aP emergency. As to the eventuality 
of expropriation, Thailand gives absolute assurance that the country 
will not resort to nationalisation of foreign enterprises a^itted 
within its borders. Other Governments state that they will refrain 
from such action for a given period of time. In Cambodia, the limit is 
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set at ten to thirty year's, depending on the economic useftilness of 

the enterprise concerned. Since 1958, foreigpi investors in Indonesia 

may be given guar^tees against expropriation or nationa3..isatlcn for 

twenty years for industri,aX enterprises and for thirty years for 

agricu.1 estates. In the sane year, the Ceylonese Ctovemiaent 

anno'.':.- ced that it •'Anould not consider nationalisation for the 3:’.e:ot ten 
34 / 
years. 

In countries having exch.gnge controls, special- provislon.3 
are made for the repatriation of foreign capit.al and for the transfer 
of foreigii investment income. Host common are the provisions spreaonng 
over five ye-ars the repatriation of capit;^ after the lapse oi a perioa 
of one or more years. In the Philippines, the Central tank policy 
is to allow the transfer abroad of profits in amounts ranging from 
25 per cent to ICC per cent of the non-residents share in current 
profits, or from 20 per cent to 60 per cait of foreign capittu. investod, 
whichever is lower, depending upon the social productivity ra’cmg oi 
the investment. This rating is established with reference tc; tlis 
enterprise^ net contrilxition 'to national income or aaploymsnt anc 
the ef-^’ect of its activity on the bal.ance of pal’ments and on nii© supply 

M/ 

of essential products. 

Recently, some of the Ctovemments of the capita expor-jiixg 
countries have also taken steps to guarantee the funds of the privaus 
investors, which they have invested in the underdeveloped countries, 
one such guar^tee was given by the Government of the Federal Republic 
of Germany. At the end of 1958, it was announced that the C-c^vernment 
is ready to set up a fund to guarantee private investors agamst the 
political and transfer risks of putting their capital in overseas 
ventures. The Japanese Government offers protection to entrepreneurs 


35/ Ibid ; P.97 
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agaiiist loss of capita and blocking of profits abroad, in case of 

overseas investe^ts, which are considered by the Government as 

raakiiig a remarkable contribution to the improvement of international 

payments. In the United States, the *Inves1aent diarantee Frogr£;::’i 3 ,a’' 

of the International Cfeoperation AdElnistration enables investors to 

obtain a Government guar 3 n.tee against non-conriarcial risks for their 

investors in countries having signed an investment agreasent' with the 

U,3. The Mntu,^ Security Act of 19665 in addition to increasing the 

autliority to issue guarantees from jS 20C million to 0 500 million aid 

extending it from .^ril 1962 to June 1967, added to the progranme 

guarantees against loss by reason of war, Biring the three years 

1956-58, fifteen investment guar^tee agreements or ®ien(inents were 

negotiated between the United States other countries, seven new 

countries joined the programme - Jorden in 1966, Qiba in 1957, 

Afgh^istan, India, Iran, Republic of Yiet-Han ®d Ghana in 1958 - 

two agreements were amended to include expropriation ^arantees and 

six agreeaents were amended to provide guarantees against war risks* 

• The maiu. deterents to the free flow of foreign investments 

into India are s The high rates of taxation, some alleged discrimination 

against foreign firms operating in India exposed to double or evsi 

triple taxation, and the apparent absence of ecpity in treating 

07 / 

preferentially certain industries which earn foreign exchgnge. 




The slow growth in industrial output in the past three 
and the recent depressed conditions in the capital market In India hav 
c^led for positive fiscal incentives to stimulate the growth of ths 
corporate sector. Corporate taxation has been re-modelled, 
particularly in 1964 to enable the companies to plough back Info 
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;.jusiness a lai’gei* magnitude of profits gffid to create a better climate 
for increased inflow of foreign e(|iity capita* In ter- Corporate 
aividends fiave been exempted from super ta^c to encourage the inf].ow 
of foreign es^iity capital into Indian companies. The incidence of 
Corporation taxes on foreign complies operating in India through their 
branches in re-peot of their income other than royalty income and 
fees, has been raargin^ly raised from 63 per cent to 66 per cent, cut 
this must be viewed against the reliefs given by the exemption of 
in ter- corporate dividends from super tax ^d the fact that the 
Sur-taX is not by and large applicable to them* Private limited 
complies engaged in priority industries have been subjected to a 
loiirer rate of super tax? though private limited companies have to pay 
a higher rate of super tax. Care has been taken to see that the 
increase in super tax on private limited companies may not adversely 
affect the flow of foreign e(fiity capital into priority Industries, 

For this purpose foreign compj^ies have been allowed a concession of 
income tax on their dividend income received from nrivate limited 
complies engaged in priority industries. 

In general, the most important benefits that feey 
are being offered to a growing economy are in the tax field. Many 
countries have introduced in their tax sys tons features favo\irin.g 
expansion of existing enterprises, through liberal depreciation ^nd 
related allowances on one hand, spd discrimination in favour of 
reinvested as compared with distributed profits on the other. 

These measures are often complenented by exemptions from import 
dities on machinery and raw materials and l^y various preferential 
rates of exosptions with regard to other direct levies. Some 
countries give complete exemption from income, business, property 
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tajces for a period iisiiallj varying from five to ten ^mars. Others 
lamit tne exenption to a specified rate cf earni?igs on the total 
investment to skim of? m7 extreme excess profits which arise because 
of raonopoly cr ether special circumstances, Sorae countries allow an 
exc-npticny w'lich is greater for the first few years, then gradiia^-ly 
declines nntil the company pays noihaal taxes hj about the tenth year. 
Still other countries give greater exemptions to rmclis tries , which 
are m categories regarded as being of high nation^ economic 


pi’icrity, or ’X) those, which use local rather than imported raw 

%/ 

materi-als. In Ceylon, profits are exempted only up to a certain 

percentage of ratam on the invested, capital. 

Until recently, capitsl e^eporting countries were mainly 

concerned about avoiding double taxation of Investment income, tut 

in the last few years nexf measures favouring investraent abroad have 

been a^fcpted or have come under consideration, which, except those 

relating to the creation In domestic law or new legal entities for 

conducting business abroad have involved resorting to international 
41/ 

agreaient. 

In recent years Canada, U.S., andU.K, have continued to 
expand their tax treaty net works. The TJ,.S, concluded agreeaents 
with Pakistan in 1957, 

In 1957, the Federal Republic of Germany adopted a systqi 
of crediting foreigi tajjces agai-nst domestic liability similar to these 
in existence in the U.S, ^d the U.E, But in most of the countries 
which are capital exporting e,g. , Belgium, Fr^ce, Ita3.y, the lletherlaid s. 
and Switzerl^d, the long established practice -is not to tax Income 
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from the active eondiict of bisiness abroa<3 or greatly to redu.ce the 
ta^c on such in cone; corporate profits from bi sine 33 carried abroad 
through a pe^rai.^ent estahlis'ment are general.ly exempt. Foreign, 
irivestraent income receiver" from abroad in the fora of dividends is 
genera].] y taxable, but dividends received from foreign subsidiaries 
are exenpt or taxed at a reduced rate. Sweedon, whose legislation dees 
,nct provide a systematic relief from double taitation, has recently 
signed agreamtants with Ce]/lon ( 1S57) , India ( 1958 ) , il^ahistan (1958), 
Under these agre-vaents corporate profits derived from peraah^^nt 
business establishments in these countries are exempt from Sweedish 
income tax. The agreement with India and Pakistan also provides for 
the exCTption of inter-corporate dividends received from these 
countries. 

Several countries have entered into bilateral agreements which 
faci].itate the entry and provide protection, to foreign private capita. 
The net work of bilateral treaties was further extended between 1956-68, 

There can be no two opinions on the point that a speedy 
development of a capital scarce eccnomy is possible only when forei,gn 
assistance in the fora of lodes end grants is supplemented by a fairly 
large inflow of private capital Investment. Such an inflow depends more 
on the climate that exists ii the recipient country than on the 
conditions obtaining in countries from where capital moves put. The. 
climate is essentially conditioned by the economic ^id fiscal policies 
of the adninistration. 

In India, the outlook for foreign investment is favourable 
as witnessed by the freedom of remittances of profits and dividends, 
as well as repatriation of capital, double taxation agre^ents entered 


^ Ibid : P.103 



3-n1X) with the Govemraents of some countries, the desire to 
participate in the IT, S,- Government sponsored scheme 'for insnrance 
against risk of nationalisation, expropriation, etc. 

private investment abroad opens Ixisiness opportunities to 
the capital exporting coantry, while, on the other h.^d, ^ inflow 
of resources an.d skills from abroad enables the recipient country to 
develop its productive capacity to diversify and stabilise its 
economy to improve its generd. standard of living snd to increase its 
exports and imports with greater rapidity aid less <x>st than if it 
were to rely exclusively on its o>Jn savings and technical experience. 

The major concern of a foreign investor is to ensure 
that he will be able to convert into foreign exch^.ge his dividends, 
fees i^.d Capital finds arising, if he sells all or part of his 
interest to locaL investors or if the property is nationalised, 

Healizing that the country may be experiencing foreign exchange 
shortage at the time he maJ need to convert loc^ funds into free 
foreign exch. 3 nge. He may be willing to invest only if the country 
is prepared, to' give him a clear guarantee of his conversion rights, 

Such guarantees should be given to the country for projects which are 
of economic import^ce. lo prevent abuse, guarantees should be su.bject 
to limitations as to timing or ^ount. 

A country's capacity to attract foreign capital in ade(|iate 
c|U^tity on reasonable terns depends mainly on : First, that natural 
conditions and resources offer remunerative possibilities for economic 
activity, second, that political, social, economic, fiscal ^d 
adninistrative lm3±2^ra[± institutions and conditions permit the secure 
and remunerabive con^nb of business, bhab foreign capibai and skills 
are allowed bo enter and are granbed fair treatmenb, thab doaesbic 
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enterprise, capital ssid labour Q,re able and willing to cooperate with 
foreign enterprise md to use foreign capital and skill. 

External financial obligations must ultiaately be paid 
lor by exports of goods and services. The need for increased exports- 
is one, which the country receiving capital should consider when 
pluming not only its profSiction but also its genera), econo'iic sffid 
flnaJici^, policy. 

Imported capital raust be used for productive purposes. The 
transfer capacity of a capital importing country does not depend 
only on its trade with the capita exporting countries, but also 
on its and their trade with the rest of the world. Mj check to 
multilateral trade is likely to reduce the transfer capacity of 
Capital Importing countries, ^d consequently the return on foreign 
investments which thus decline in value while new investments are 
discouraged. The success of international investment depends on 
measures of international economic policy and the negotiations of 
agresnents tending to restore a world wide multilateral trading system, 
so as to open transfer routes from debtor to creditor countries 
through another country. 

Double taxation on foreign investments as> far as possible 
should be avoided. From a revenue standpoint, capital exporting 
countries will gener^ly be in a more favourable position to grant 
relief ftom international double tapcation than capital importing 
countries,. To constitute an enduring contribution to economic and 
social advancenent, private foreign investnent should be mutually 
advantageous to both capital importing and capital exporting countries. 
The underdeveloped countries to-day are in a poor 
bargaining position in respect of the ac(|iiring of the foreign capital, 
beeanse, much capita is needed by a great many countries, while only 



a a.iovmt of capita be had, sp.d that too from a few countries 

The broad conclusion that ©serges from the foregoing 
discussion is that underdeveloped countries need foreign private 
capita. The;/ will have to increase their export capacity to attract 
it. It is necessary for them to he perfectly clear about what the 
foreign Investor wants ^xd about the extent to which they can or should 
satisfy him. Some of the principal factors affecting the foreign 
investor are those which concem him at home, vis,, the favourabil ity 
of the market, the promise of profit, the opportunity for capital 
gains, the level of taxation, freedom from restrictive legislation and 
the attitude of the Government, In addition, foreign investment raises 
the c|2.estion of the conditions under which foreign managerial 
personnel, staff, .^d technicians will serve. It also brings to mind 
possible difficulties in importing the necessary machinery, parts and 
materials, the likelihood of discriminatory legislation, etc. Broadly 
speaking, the foreign investor expects some thing more than he can get 
at home for his investment coupled with the assurance about the safety 
of his investment. Given this, foreign investeient will flow to 
underdeveloped countries in abundent measure. 
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The developing countries reg.Tire a continuous flow of external 
aid for developing their economy. The trade policies of the 
industrialised countries, the emergence of region;^ trade groups, the 
unfavourable movonents in the terms of their extern.^ trade are 
factors to which attention has to be paid, 1 large portion of their 
export earnings are being absorbed by the servicing charges of their 
external debt. Grants and long term loajis at low rates of interest 
are, therefore, necessary to speed up their developments. 

Bilateral, and Multilateral - Aid 

Aid may be from private sources or on Government level. In 
the post-war period, urivate capita is not ade(|iately forthcoming, 
particularly in the field of economic social infra-stmetare like 
roads, schools and hospit^s. Hence resort must be had on a large 
scale to funds from public sources. The choice here lies between 
bilateral or multilateral aid. In the fomner case the recipient 
country has to utilise the aid by purchasing goods in the donor ^ 
country and this aid is subject to political pressure and may be 
utilized even for low priority projects. Political Influences may 
even misdirect development aid and this aid may not be consistent with 
economic objectivity. At times it ma?7 lead to the postponement of 
essential reforms in the fiscjil or monetary policy of the recipient 
country. Multilateral aid, when professionally ecfiip^ed and independen 
of political pressures offers better advantages than those of 


iDilateral assistsrice. 



Intemationa3_ aid org.^isations enable the underdeveloped 
countries to draw on the experience of other nations. The developing 
nations can. buy goods In the cheapest markets. Internationa 
organisations like the Bank and the I.D.A. can apply the real 
criterisn to the practical needs of each particular case. They can 
in,sist that the aid must be used for sound projects ^d they can also 
recfiire that the recipient count.ry should also make efforts of their ox-/n 
This objectivity can be expected as a result of the aid 
provided throiV'h an inte.mational agency. The recipient country is 
likely to take a more objective attitude towards the use and repa'^mient 
of the aid than it is likely if the aid is bilateral. An international 
agency can ai-so provide advice on all aspects of development planning 
which will be based on experience drax'ffi from a wide area. The 
resources and knowledge of indistri, 3 lized countries can be effectively 
used in this fona of aid. An institution like the IBRD can raise 
development funds in many nations in the private markets. Hence 
mul tilater,al aid prograames exert a healthier influence than 
mul tilater.al lending, both upon the recipient country ^aid upon 
international relations. 

The International Monetary Rind 

The role of the international financial institutions has to 
be assessed in this context. The I.M.F., The 1.3. R.D, and its 
affiliated institutions - the I.D.A. ahd the I.F.C, have to play a 
leading part in provid3n,g finah-ce and technical know-how for the 
economic growth of developing economies. The original mriDose of the 
ilmd in 1946 was to nroraote international monetary cooperation aPd to 
facilitate the expansion and balanced growth of international trade. 

The Bank was to assist in the reconstruction and development of 
territories of the members fey facilitattog the investment of capital 
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for productive purposes. 

Tile Fund extends assistance of a finanoiai. s; 
nature to sesbers. It holds ahimal consu.l tat ions on the balance of 
pal's ents aid related problems i^rith practic.^ly all its nenbers^ -i^iSthe: 
they have exchange restrictions or not, in many of the c'svelopi'ig 
countries j inilation is the major problem. In Indis.5 instancej 
after 1966 , since the beginning of the Second Flan, holding the price 
line has been the m-ajor problem and the wholes price index has 
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risen 07 over 36 per cent, '^atever the reason, man:/ 
find that monetar:/ expansion is an easier road to travel when cop 
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with budgetary other difficulties th^ is the road 
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stability. Underdeveloped countries with inadecsiate savings and 
resources try to increase th® both for the use of the Chverrment and 
for the private sector. Experience, however, indicates that Inflation 
merely leads to a reduction and misuse of real resources and savings. 
In the developing countries, it is not possible to establish a basis 
for economic growth, which will raise living st^daras and bring hope 
to the masses unless Ctovemments try to bring contlxulig filiation to 
an end. Only then can an enduring basis be established for continuing 
growth. The I.M.F. is making efforts to help the developing members 
to fight inflation. It has to help man hers to devise policies, to 
create financial institutions and tools and to test perfect than 


by tri^ and error in the field of action. 

The problan of short-term and medium-term foreign debt of 
the developing countries is placing a great strain on t-.eir eccncmies. 
Countries, which are short of capita, are eager to accept foreign 
capital in all its forms. The ability to service foreign debt, 
particularly of a short-term and medium- tenn character is necessarily 
limited. In many cases, foreign indebtedness absorbs a large part of 



t:ie 'total eurrent foreign exchange eamings, ' The cost cf escessi'"© 
extern, a],, borrowing is high, both in regard ss to the: price of the 
coci:-iodities obtained md. the rate of interest paid. Carried to the 
extreme, it leads to internal shd external- financial crises aPd it 
brings about interruptions in the orderly process of growth, '.rha 

the Hind point out dangers of excessive short-tap-i foreign 
debt. They have also done much to bring about a healthier pattern 
of foreign debt. In the ease of India in the Third Vim about F-;, SCO 
crores will be re(j.iired for repaying foreign obligaticns cut of the 
estiiiated amount of F'’., S,20C crores of foreign exchaig® rscfiirsments. 

The main problems beaming on the activities of the ?jnd 
in relation to the members, particularly In underdeveloped countries 
relate to 

(a) Access to the Rind’s resources? 

(b) Policies on the use of the Rind’s resources? 

(c) Currencies to be drawn; 

(di' Heplenishnent of the Rind’s resources through rx>rrowlng; aid 

(e) Capital trshsactions. 

Regarding access to the Rind’s resources, a country 
facing balance of payments problaa can turn to the Fund for assistance. 
The financial institutions and the exchange markets rs;garG this as 
an appropriate course of action and an effective basis for suprortiiig 
the currencies. In many cases its own assistance has bemi 
supploaented by credits made available from other scurces. 

The Rind has also laid cbwn policies and practices for the 
use of the resources. So far the financial assistance did not go beyond 
100 per cent of amonber’s {|uota. No-w, in several cases the Rind has 
agreed to grant assistance to 125 per cent. 

The Rind’s assistance has also been used for capital 
transactions. Capital movements maJ be substantial even under 
exchange restrictions. They can assume high proportions under 
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conditions of invertible currencies. The Fhnd’s resources have be^ 
used in situations involving capital transfers. The Ttind’s resources 
ctfi be used to alleviate pressures brought about by capital transfers. 
If a country facing a dlse(jiilibrating outflow of capital were to apply 
for the assistaice of the Rind, one of the criteria, which the Rind 
would apply would be to satisfy itself that appropriate measures were 
bein.g taken to overcome the balance of pa3®ents difficulties and that 
the assistance given by the Rind would be repaid at the earliest 


opportunity, sa7, upto 5 years after the drawing. In 1961 an.d 1962, 
capital transfers were responsible for a considerable part of the 
pressure on the currencies of the U.K., South Africa, Mexico and Canada* 

Hegarding borrowing arr^gements, it may be said that the 
Rind Can borrow suppl^entary resources in currencies of ten member 
countries amounting to six billion dollars in all. In January 1962, 
the terms and conditions for su.ch borrowings were laid down as also 
the procedure. 

Many countries have received financial assistance either 
through direct purchase of currencies or in the form of stand-by 
arrangements. Total purchases during the year 1962 case to^678 million 


and re-' 


•‘.fi 


;es to 1,749 million* Stand-by arraugoaents during the 


s.g:a8 period cane to ^ 1,079 million* Under new sta;id-by arrangements 
lyj the Rind in the }?eriod, aP- vacant of ^ IjoTS' mil. lion 


■ ’-fi T C‘. f' 


rem ain s un dr am , 

r-- <0 f ’ u IT'V •J" i .c. c* 

The Variegated activities of the Rnid are, of course, by 
no me^.s limited to the gr^i.tin.g of financial assistance. Firstly, 
the Rand also has juirisdicticnal powers with regard to par vai.ues 
rates of exch^^ge. Secondly, the mnuai. 


Secondly, 


consultations under 



Article AI¥ of tne Rind Agreonent, as well as those which are now 
condJctecl with Article YIII countries, foisa a Tery considerable part' 
of the rlmd’s work. Such consultations are of a great advantage to the 
member countries because they provide an occasion for the members of 
the Various Government departments to raa^-e a comprehensive review of 
the country’s economic financial problms in close contact with 
internationally trained experts. Besides this, the consultations also 
provide the Rind with up-to~date inforaiation about developments in the 
Various sieaber countries and about the policy Intentions of the 
authorities. Such consultations help the Rind in responding r,apid3.3r to 
re(|iests from its members including that for fin;^cial assistance. 
Finally, over the last few years the Rind has also provided technical 
advice ^d assist^ce to a large number of countries through resident 
advisors and in, other wa3^s. Thus the Rind's expanding training 
prograpime under wiiich officials from meaber countries rses 

of instruction provided by the Rind ‘in its special spheres of 
activity is of particular advantages to new menber coi'ntries. 

It is one of the advantages of the Rind that its fln^icial 
^Ive-Tv 

assistance can be appptxrte=d. precisely to those situations where 
difficulties in the balance of paynents- occur. The assistance helps 
the countries to take corrective measures and ^so helps to .avoid 
the aaergence of a chain reaction, which could set in if the situation 
were not taken in hand. These are both rea3- contribitions towards 
ensuring stability in the world's monetary system, and toward the 
maintenance of an adecfiate level of ll($iidity. 

Many developing countries have very low reserves of foreign 
exchange, but what these countries need most is long terra capital to 
finance development progr.^r-v3S, Although many of them i-joulc no doubt 
be wise 1» pay some attention to biildlng up their reserves to a safer 



i-svel'j wi^teYeT efforts may l^e made by tb®i to do so will presujaably 
not Cans© abjr app-^eciable difficulties from a general li(|iidit:f point 

of view. 

But as regards the indistrlal countries, there are certain 
“^asic developments which point 'to the restoration of a more enduring 
ecpilibriiim between the eccncmies of most of these countries. After 
the conwlsion brought about b^r a world war, intensified in some 
Cases by tho eliai.iges in the post war re con struct ion period, it is not 
easy 'to establish liaraoiiif between costs .and prices, or a proper 
money Supply^ or the appropriate conditions in the long term and short 
te.rm capital markets in the domestic economics of individual countries* 
It is even mors difficult to attain this kind of e!|iilibritiin between 
the economies of different countries. Such an ec^ilibrium was never 
really attained after the First World War and after the Second World Mar 
there have been severe periods of intense monetary tension, indicating 
the continuance of m unb,alanc8cl position. 

As far as cb^ges in costs are concerned, resulting from the 
interrelation of i-rage rates and productivity, there has recently bem 
little, if any, cost increase in most sectors of the U.S, economy, 
while in several luropeon countries wages have risen noticeably more 
than productivity, with a consecyient pressure on costs. The difference 
has been sufficiently importai:it to have an impact on the balance of 
papients. These problans are more acute in developing countries, 

'The present monetary structure can be effectively maintained 
on a foundation of stable exchange rates, thus providing a reliable 
basis for further economic development and for the shaping of official 
policies. But this recfj-ires a continuous effort which should be 
pursued in an atmosphere of greater confidence. It may be pointed out 
here that what has bem achieved already may well come to exercise ^ 
influQice on Goverament policies and actions 'in a number of ways. 
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Firstly, siiice a rrach 'better ba3.,anGe has be-sn attainsc 
in t:i8 iiitsrnational pal'sents siteation, it follows that the extent of 
the renaming n;iL-a!3;i'astri!3its in the cost an <3 price interest rate 
relations, as reHectecl in capital movaaents between iiidivlch.al 
cotintries, has been greatly rediced. Therefore, there is reason to 
believe that farther corrective policies, in sc far as they are still 
needed, will not have to be so extensive that their effects shc^.'lc. 
prove too distiiming, nation.^ly and internationally. 

Secondly, the efforts already made, and those which will bo 
recjiired, wi]-l prove successful in ensuring a stable exchange rate 
structu.re without any alteration in the present price of gold* The no-w 
anple monetary reserves of so many individual countries, together with 
possibilities of resorting to reciproc^ central b^k credits .=n.d 
ready access to the increased facilities of the Int9rD.aticnal hcn3tar:f 
Fund, provide formidable lines of defence against ah-y pressvires that 
might- arise in the futore. 

Thirdly, with the improvefaent in the general site:. aticn, it 
sliould be possible to avoid policies -which reflect a distmet in that 
siteuation sffid which might detract from the efforts to solve real prcbleus* 

Fourthly, in view of the improvement which has t.aken -place, 
it seeas that in countries the monetary authorities cculd ncyi 

regard, fluctu.ations in the level of their monetary reserves with 
gip)-wirig ec|Uanteity. 

These policies are primarily concerned with the main tan j£:^,ce 
of exchange stabi3.ity. But as regards the financing of in tern at ion si 
trade is concerned, it is done through the credit mechanism hi tndividusi- 
coun tries* Under the old gold standard, the creation of credit in, the 


inclivid:.al countries i/*;as closely linked ’fco movements of gold, and in 
oiiite a mniler of co'intriGs changes in tlie, voliime of credit have 
cor.' 'Giiir. Gc to aepend to a large extent on changes in their ba^. ances o; 
pairients, but it does not mem that no increase in the credit volnme 
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have given greater flexibility to credit management than was possible 
previously. These techniques can, of course, be ftirther adapted-, and 
new instruments may be developed or evolved, 

* 1 " *1 ^ -VS 4 * ^ 


One of the most pressing problems confronting the developing 
countries, ^d no less for the newly independent countries, Is the need 
to pay particular attention in the development of their economies to the 
promotion of exports. These countries woiild be greatly helped by a 
retliction of artificial barriers Iripsdilng the free flow of trade and 
payments v/ith other countries, and by mutual arrangements designed to 
make the best possible use of the scarce resources at their disposal. 

For the newly independent nations there is a clear advantage in close 
economic and monetary cooperation among countries that historica3-ly 
have belonged to the same currency and trading area, and even anong 
those that have belonged to different cur.rency and trading areas. At 
the same time, it is the responsibility of the developing' countries to 
pursue policies which facilitate exports. It is at the sspe time the 
responsibility of the industrial countries to pursue liber^ trade 
policies, opening their markets to imports from less developed areas. 

By such policies, they would in a constructive way, contriliite to the 
welfare of the developing nations - old ^d new. 
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_L..Qng . Tersi Reso-g rces 

Financing of developiient progrgpines of developing countries 
is 5 of cou'^se, of another character - long term resources being 
needed, largely related to specific progrsjtraes, V/hlle the Fund's 
financial assistance is related to balance of pa3«aents problems, and 
is repayable within not more than three to five years, it does not me^ 
that the Rind is not interested in the whole complex of these problems 
as both intern^, and external financing of development has obvious 
monetary repercussions. Concentration on non- inflation ary sources of 
financing is more and more found to be the key to sound development, 
and fisc^ and credit policies are, therefore, essential elements in 
develoimient planning. In these countries a greater reliance on 
inflationary financing for promoting developmfmit almost inevitably 
brings in its wake a flight of domestic savings and diversion of 
investment into non-essential lines, a reduction in capital inflow, 
a decline in export earnings, distortions in the economy, all of 
which lead to a discouragsaent rather than an encouragement of the 
healthy economic growth, which is a basic objective of the Fund's work. 

In recmt years, for providing financial assist^ce to 
developing a countries, consortiums have been set up under the 
leadership of I.B.H, D, and also the Organisation for Economic 
Cooperation and Development, I.M.F, officials have taken part as 
observers in meetings of these consortia. But the FUnd should 
associate itself more closely with these endeavours and generally with 
development efforts, and through examination of each situation ip. &i 
international setting would seem to provide the greatest assurance that 
economic considerations will prevail, and thus waste will be avoided. 
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At this Junctt’re it is necessary to give a short account 
of the part played by the I.B.H.D, and its affiliates - the I?C and 
tbs IDA in promoting economic development of the poorer nations. -?he 
3,3p.k v/as established and authorised to make or guar^tee lo^s for 
produ.ctiv8 reconstruction .and development projects, both wtth its 
capitai ilind.s ^id through the mobilisation of private capital. 

Its capital structare as desigsied at Brettonjioods 
provided that only 20 per cent of each member’s subscription could be 
Called sfid used for lending. Out of this 20 per cent capita 
subscription, two per cent was to be paid in gold or dollars and the 
IS per cent was to be paid in the loc^ currencies of the menber 
countries. The ranaining 80 per cent was to constitute a guarantee 
fund serving as backing for the Bank's borrowing operation. It was 
not 'fco be paid, but could be called in by the. Bank only when required 
to meet its obligations. The sale of the 3an.k obligations to investor 
was to constitite its main source of lending fhnds. The pa 3 ®ent of 
18 per cent in local currencies was due to the shortage of dollar 
gold resources with meaber countries. 

This capital st.mcture placed a restriction on the lending 
capacity of the Bank inasmuch as the 18 per cent payaent remaining 
in local currency could be,lent with the consent of the countries 
concerned. Many of the countries including Britian were able to 
release the 18 per cent portion only in 1959. 

The Bank has facilitated the investment of considerable 
anounts of private capital |y arranging for the direct participation 
of private commercial and investment banks in the early maturities cf 
its loans. It has also tapped the capit?^ markets through sa1-es o.. 
its own bonds, and in the case of tlie countries which have 
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mmiRged to establish or re-establish their financial stgjidtog, Iias 
arr^sigcsc. lor tils floatation of 'oond issues in the market in eorijunction 
ijitii its om loens. Besides s^es of bonds the 3.351k has attracted 
to-date ^ 59 c million ecpivalent from some 150 commercial b^ks, 
Insurance 'Companies, md other public .and private fln?iicisil institutions 
which have participated in Bank's lending without its guar^tee in one 
waj’' or ^lother, i^^othor 0 2S0 million in principal repapients have 
Deen made directl:/- to the B^.k and have beco.rr!e available for further 
lending. 


To increase its lendin.g capacity recently, the Bank decided 

to increase its capital from 0 10 billion to ^ 21 billion and each 

menber’s subscription was to be doubled. The subscription of 17 member 

countries including Canada, Oem^y, and Japan has been increased by 

more than lOC per cent. Except in these cases this increase has not 

implied ^ increase in the cash raynents from member countries to the 

1 / 

3^k. 


” The 3, ink's emphasis from the begln,ning was not tec so much 
on what the Bank could lend directly out of its paid- in-capital as on 
the concept of the Bank as providin.g into the international field. It 
is a uni(|ue feature of the Bjsik that although it is an inter- 
Govemmental Crgsffiisation, it must rely upon the private investment 
community for most of its fin.ancial resources,” 

The Bank has been overcautious in the matter of grant of 
loans. Its charter contains many provisions to safeguard the interests 
of the creditor and to enable , the debtor to utilise the capital 
borrowed for predictive purposes and, except in special circumstances, 
it must finance the fo re i^ exchange recjiiranents of specific projects 


1/ De, iUliSUcU- , 

2/ The International Bank for rfconstructicn and develops ent 
1946-53, Baltimore ( 1954); P.6 
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01 rf-coxis C115, ction jyid developsiQit '’whether as ^J.ar^tor or lender, 

^ne Bank was rec|j.ired to make a pradent assessm-ant of the prospects 

^‘iat loans woiild oe repaid, IIojRnally it was to associate itself with 

tne financing of specific projects. It was to sfeidj'" and choose those 

pro;]ects for their useflilness and urgency t^o the country concerned, 

and it Was recpired to exercise the necessary care to insure that 

lo.^s were applied effectively to the purposes for x^hich they were 

made, ifith allowance* for special circums trices , the Bank was to 

guar^itec or make loans in foreign exchange rather thjgi in the domestic 

2 / 

airrency of the "borrower. ” Thus, the B,^k‘s charter contains a 
number of protective provisions governing loans to tiix be made or 
guarsiteed by it, • It was stated that ’’the merits of sO.1 projects 
finsoiced must be careftilly studied and arrangonents made designed to 
assure that the most useful sfid urgent projects are dealt x^ith first,” 
loans for private parties must be guaranteed by the Government of the 
maiber country in whose territory the project is located. In making 
loans the Bank is to act prudently and has to see that the borrower or 
the guai*antor as the case may be should be able to meet its obligations 
under the loan. The Bank has to make arrangonents to ensure that the 
proceeds of each loan are used ' only for the purposes for which the 
loan Was gritted oensistent vfith considerations of economy and 
efficiency without regard to political or other non-economic 
considerations. The charter of the Bank also provides ’’the prohibition 
against ’tied* loans? that s is, the Bank is to Impose no conditions 
re<yiiring the proceeds of its loans to be spent in the territories of 
any particular member or members. The fhnds must, however, be spent 


i/ 
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in one of the meaber countries. The second is a recjiirement that the 
3siik must be satisfiedj before makjn.g or gu,ar an teeing loan, that 
in tne prevailing market conditions the borrower ifoiild be unable to 

5/ 

obtain the loan, from private sources under reasonable conditions," 

It was in 1949 that the Bank started operating in less 

developed countries of- South ^id Bast Asia. India was the first 

Asian country to receive a loan from the 3^k in Aigust 1949, In 

making lo^s to underdeveloped countries, the Bank had to face probleis 

very different from those of Siropeon reconstruction, "In these 

countries, the task was not simply to restore the missing components to 

economies already mature; it was to strengthen foundations. A dearth 

of basic services was ( md still is ) the major physical obstacle to 

increasing production ^d raising living stan-dards in the less developed 

countries, lack of these services put severe limits on prodictivity, on 

income, on the willingness to invest. The lack of dependable ^d 

economic tr asportation restricted the size of markets both for 

industrial and agricultural psz productioi^^, aid kept regions with 

promising natural resources beyond the reach of development. Deficiencies 

6/ 

of electric power supply conscicuously ^ahdicapped industrial growth. 

As stated by Mr. Eugene R.BLock, "to strengthen basic services 
^d so to set free new productive energies has been the main objective ■ 

of the Bank's development lending from the onset,"' Eence the Bank 
has made more loens to develop electric poorer th.an for any other purpose^ 
but it has lent as much for highways, railways, ports and other me^iS of 
transportation. An analysis of losns taken by India from the Bajik 
highlights the fact that she has received aid for a variety of pu’mcses 


A v ery f ew other borrowing countries 


envisaged bj the Bank, 

^"ibid . . ” _ , . 

^ Diplomacy of Economic Development; Eagene,ii, Biaci:, i-.oci, 

7/ DiplOTacy of Economic Development; 1959-60, E^igene .a,31acK5F,63 
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li^'Ve had the benefit of the B^k‘s assist^ce for such a wide range 
of purposes. In addition to power, railways, ports, airlines 
agricalture, hidia has received losns for the steel indastry ^d 
developraesit banking.- The first loan of 0 76 million granted to the 
Tata Iron ^d Steel Company is the largest industrial loan awarded by 
the 3.t^ik to private enterprise. Secondly, the public sector and 
the private sector both have benefited from the Bank’s assistance. The 
public sector is ' the recipient of fourteen lo^s of the aggregate value 
of ^ 3)5,6 million and the private sector of eight loans of the aggregate 
Value of ,jS 2C'4,5 million up to 19^3. . This again is a distinction 

which India shares with a sm^l number of the borrowing countries. 

In the beginning the B^k’s development lending was slow to 
gather momentam. Till 1953 only three countries - India, Pakistan, and 
Tiiail^d - a)Uld cfialify for' the Bank’s loans. Thereafter, its lending 
operation spread over to other Asian countries also, , Philippines got 
her first power locSa in Hovsaber 1957, while Malaya cpalificd for 
receiving the loan in September 1968, India received the bulk of loans 
during the second Plan period. So far, Sixteen loans amounting to about 
0 496 million have been given to India. Bank has a direct concern with 
the level of Interest rates in the various bond markets of the world, 
because the rate of interest the Bank charges to its borrowers reflects 
the cost of its own Itorrowing, At present the 3^k is charging six 
per cent rate of interest, Sven' at this rate most of the countries are 
finding it difficult to borrow on a large scale. Besides, conventional 
development loans are made in foreign currency and have to be repaid in 
the hard currency. This is difficult for the less developed countries 
for many reasons. The large decline over the past few years in the 
prices of primary food stuffs ®d raw materials has had serious 
repercussions on the borrowing capacity of the less developed countries. 
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According to Mr* Bagene H,3lack ’*the most extem-si hslr do is to 
help them to .help theiselTes. ” The help of the Bsr-k to uncards-rslor.SQ 
Cc-U,!,' tri.es "wili increase if the terms of repa^noiit ars chs^igeo so s,s to 
accept repa3?sent in local csirrency or in goods ap.d ser'rlees* 

From the beglniiingj the Bank has been interested in cmestions 
that go beyond the particular project proposed for filnsncio.g* One of 
the cfaestioRs is, whether the project itself, i.idgec. ag-.inst ths neod ' 
of the economy as a whole, promises enough rete.rn tc ioistif"" bor.rowing 
on the scale suggested, pother is whether the neccssar'" conrlemants to 
the project exist in the econom'.’", ’Moving carefully fren problem to 


— C-' c 


"iC «». ■M'T/' 

‘'-..A a'.X 


L Ktli. 


specific problem, the Bank had to elaborate its o-.n noli 

8 / 

out its cv^n trial*” The Bank has been at least epo ally cones rr.se w: 
the economic environment in which its loans ars to be prut to work,,,*,. 
It has as a matter of course consistently urged attsnpts "t:; settle- 
defaulted external debt, to put economic and fiscal poli-ciss on a sound 
footing, .^idi to direct public investment in such a way as tc. promote 

C’’ 

SW 

rather than to obstract or displace, the flow of private capit;:'!. 
However, in the underdeveloped countries of Asia, the need for outside 
Capital is pressing bat so is the need for cre-at:.r:': tb.e cc.ndit-ions and 
supplying the skills necessary for using capit.siL mere affectively thasi 
it has been used in the past. 

Other Services 

In any case, what is still notable in th-a Bar.k’s perform sues, 
is not merely the volume of finance provided, -xit the growing attanticn 
paid to the development of skills and institutions on vdiich eccnoriic 
progress so much depsaids. In almost every fiend of 'cecamc.ai assisuanc? 
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£/. Ibid : P,67 
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it .las en'ierec, tlie ’j.sTil: is malting efforts to broaden and strengthen 
its assistance, ..Ihe IScononic Development Instite.te is giving more 
ccv.Tses to nore oi;’f'ici;a].s in itiore lang>iages tliafi e\fer before; the 
uavelopsent Advisory Service is deployliig its experts in a rising 

nnn Der of countries; the help given to prepare the Important development 

10 / 

projects 2ias Increased# In addition, the Bank has established contacts 
with iacl’striaX development banks, pnblic and private, in a large 
number of co'int.riss# 


For some years the Ba?.ik has been pursuing a policy of Joint 
operations by arranging to maice its loans coincide with m approach 
by the borro¥er to the capital market for additional finance often for 
the same project. 

Liims_klJ.riva^.^riy^ 

The Bank’s charter provides that it will not make loans when 

private capital, is obtained on reasonable terns. For making loans to 

private concerns, ■ the 3,^k insists on the guarantee of the Cbvemment 

of the borrowing country concerned. Besides, the Bank does not finance 

the whole cost of m-7 project of progranme. The B^k’s nomal lending 

takes the form of loac-s of foreign, exchange to finance that part of the ' 

project or programme which represents the recjiirements js for imported 

goods and services. Host countries will have within a reasonable 

tine direct import recfiirenents for productive projects or progranraes of 

a type suitable for Bank financing' in an anount as large as, or larger 

thaii, the probable capacity of the country to service foreign debt.' In 

such eases the use of Bank lo^s to cover only these direct Import needs 

meets the development financing recjiirenents of the borrower and, at 

the sane tjEme, assures that the foreign exchange furnished by the Ban;'; 

1^7 O'.R.D.', Fress release No.d07, June, 27,1955- 

•Malayan Mission Report*. Press Release Ko. 600, Sep tern her, iSoS, 
Report on Thail^d Bconcmy'and also the. Economic Development 
of Ceylon : 196 3, March 








jy7 Dtpio^cyTf^ iwiomic Dev9lopissn.t : Shgene R.^iTacte, P.TO 
22J Itold : P.71 
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finaiicid. institations in under develop eel countries on a sound 
ijjorkable footing. 

The I.B.'a.D. is the main agency, through wliicli this 
intern at ion a]., flow of capital frora the developed regions to tne 
underdeveloped regions can he and is being facilitated. The inflow 
of Capital in. to underdeveloped countries was about 0 5 billion in .u-.'-uv 
, 3 }id was higher thsn in 1956, though less than In 1957. This con t rib -ted 
•fco the finaTiCing of i’aports and enabled many less developed countries 
to avoid substantia cu.rtai3.msnt of investment and to miniiEise 
reductions in their economic g.rowth. 

The , w he Qq 

The International Finance Corporation is anew affilia^'S o., 
the World B^k. The Corporation was set up in 1956 to extend lo a:). s m 
the developing member countries to private enterprise without Gove.-::nmeiiU 
The loans from the B,^k for private enterprise require 
Government guarantee. This condition restricts the utility of 
to private enterprise. The Corporation is thus a great help for 

providing finance for private enterprise. 

The purpose of the Corporation is to promote the growth ox 
productive private enterprise, s.speci.a3.1y in the less developed 

countries. It achieves its aims by s 

(=.'1 Investing in productive private enterprises, in association 
with private investors and without Government 5 uaP_^te€j^^'o^ 
repayment, in case where sufficient private capital is 
a'^ailable on reasonable teias. 
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tat to onflinS tSir loans have totemational repercussions 
SasSoh Is these Itods are male avaUame for aeyelopmtotan 
“5osS ?or long periods to underdeveloped countries. 

(16) See First Annual Report of International Ftoanee Oorporatlo... 

19 ^- 57 * 
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( e) "iGlping to stimulate the proc3uctive hiveshaent of private 
Capital l3oth domestic and foreign,. 


hiis the I*F, C. considers only those investment propos.als 
'V os 5 o -p] ec-oive is the establishment, eijpansion or laprovament of 
prod! etivo private enterprise which will eontricute to the 
dcvelop'aont of the economy of the country in. which the enterprise is 
located, I'lilike the T3anh, the Corporation does not investigate the 
developmental priorities of a project as against other possiole 
investa Slits in one sa:ae eonntrj’-, hit wishes to satisfy itself that 
it has subs tan ti?:0. economic va3-ue* 

Lendln.g Poll cy__o f the I.F, C, 

Daring the initial years, the I.P, C, proposes to maJce 
investments in enterprises which are predominently industrial i.e, , 
riijsiufac til ring, processing, ana mining. It is not to make Investment in 
social overheads like housing, hospitals ^-cT schools as well as in the 

ff 

basic public utilities like, electric power, tr^asportation, irrigation, 
reclamation ^id dra.iage projects. It was also not to engage in an 
operation, which w,as essentially for rexbnding or refinancing. 

The I.?. C. .invests in association with either local or 
foreign private investors or iDoth, It does not invest in -Go-vemment 


owned undert 


's or in the*“m;^agefiient of which Government participates 


to any significant exteht. But it provides finance to the enterprise 
essentially private In' character, despite the Government investment. 
3e.lhre malting an In vustaent in a country which ' restricts or re, plates 
payments or obligations in foreign exchange the I.F.C, would like to 
enter into an understanding with the clove rhment, like ml other private 
investor., re,gardittg transfer of income' return of capital of its ovjn 

f 

investment. ":'3ut it ^.oes not seek preferential treatment which is not 
available to private .infestors engaged in the same t 7 ,rpe of transaction. 
In the initial stages of its operations, the Corporation 
proposes nohad-ly to entertain investment proposd-s where (a) the tot,gl 
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invesfeent in the enterprise is a mintmiuii of a’oout TJ,S, ^ 50,CC0 or 
its e(|^.ivalent; (b) the participation sought from I.F.G. is at least 
IJ.3. 0 ICC, coo or its ec^^ivalent. Generally the Corporation wil.1 noi 
invest more than about 0 2 !aillion in ^ ’enterpriss. 

The I,F. C, is now autliorised to invest in capital shares* 
Firstl3?', it has been able .to simplify the methods of its inves teier.ts 
Considerably'' ^xcl to offer its support "to industrial projects in the 
foKi of straight e(jj.ity or in a conhiriation of loan and ef^’ity. It 


Can suit its assistance to whatever is appropriate in each particular 
Case. It need no longer complicate matters hj'' offering finaJice of a 


kin.d unfamiliar in many countries and often difficult for entrepreneurs 
and CO -investors to accept. It will play a great role in developing 
capita markets. Its reserves are modest, hut their effect can he 
considerably enhanced, if they can be used in a way that can mobilise 
other resources. It has done underwriting bu.siness and it has further 


'■'.1 


encouraged investors by tahl'.C a st^id-by'- position in. regard ^issue both 
of shares and debentures, which may be converted into shares. The 
is developing loan co^npanies aid providing their capital also* For 
lnsta;ice, the Nation^ Bank for Feonomic Development in Morocco .and tl 
Private Development Corporation in the Philippines have been fora ad 


through the Corporation’s assistance. 

The (brpo ration has the authority to lives t in any kind of 
productive private enterprise, including agriculture, financial and. 
commercial undertakings, but its main enphasis is on industry. It 
invests its funds only when it is fully satisfied that the private 


interests.poncemed are contributing their fill share of the fUncs 

recjiired aid that the recfiirements caJ;inot be met on reasonable terns from 

elsewhere. » The most important thing is that it is to supplenent .j:id 

16/ 

not take the place of private inves-taent. Though J:h^ I.F.C. en joyrs 
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.revolving basis. 


This is to say t2:,at after 


or in whose share capit.al IcF, C« has partioipatso has rs.achsd. a st.-age 
of matiirityj it sell-s its bonds or shares to other private invastorse 
The 'capita thins 'ii-thdr-aiCi is available for as.si3tance to ether nee dp’' 
eligible enterprises* This revolving oasis of the funds serves 


two purposes 
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sector of the ocononias of undardsi/elopec cou?! tries* Tnnis t.ae 1,7*0* 


performs the dynamic 


of acting as a catalytic ag-ent 


1 ! P-* 


very fact that the I,?.0* does not recuirs a g-rara-itse cf the loc,9l 
Government laahss it obliga'xry on it tc aptly strict tainiier’s ves us 


- '.J'c'ii-'. ■ 


tests to 


the loans or the 


canity which it pro vide, 3, 
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The I.?. C, charges a high rate of interest of about 7 per cent, 
and. aiso insists on additional paT^^its contingent on profits as well as 
option on shares, thD.s ensuring for itself the benefits accruing to a 
fitted rate lender as also of an. .ecwity holder. ’*In m,gny cases fadtistrial 
bor'”owers in. the developing countries who have contacted the I.F. C. in 
the -first instance, were later on able tka secure external credits at 
Tiiore favourable te.!iBs frosi private institutions. A review of the 
working of the I.F. -C. shows that while it is operating from funds 
provided by Governments, in essence, it is working like ssnj other 
comriercid. agency, which would like to derive the maicimum benefit 

12 / 

from the existing conditions In the inteaiational capital markets*” 

The Indian. In du.s trial Delegation led by Sri G, D.Birla in 
September-November 1967 found the attitude of I.F.C, ’rigid* and its 
interest rate ’so exorbitjfit that we need not expect much from this 
(|Uarter*, Further, if the progress of the I.F. C, ’s operations continues 
at the present rate, the capital of the Corporation alone will be in a 
position to finance its investment commitments for the next two decades 
or more since only ^ 3.4 million could be disbursed in first two years 
or mo .re* 

The I.F.C. or any other organisation can encourage the flow 

of foreign investments in underdeveloped countries only by making 

successfb.1 investnents on tems which ds not place it in a more 

favourable position than other investors in the undertaking in regard to 

the risks undertaken and returns ensured, both taken together. It may be 

that a few enterprises may agree to accord to the investments of the 

I.F.C. a more favourable treatment than to other investors in view of 

the pecaliai^ problons of such enterprises or of the countries in which 

they may be located. But this discriminatory treatment can last onl^f for 

19 / Intema'tional Businessmen’s Conference, Karanchi, December i960, 
Document IBC/ 113 : P.3. Also see Report of Indu-strial Delegation 
to The Federation of IndisSi Chambers of Commerce and Indistry 
Sep t^iber-Hovember, 1957, 
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a s.'.ort au,ratiDn the long teisi flow of foreign capital only be 

e. . CO i on the basis of the etjiality of foreign an.<3 domestic capital* 

...AJ 1 0 . i»n 8 ITi. 'I* ^ QTy.T= 9T1 u - ^ ^ 

I*D, A« is {SI affil-iate to the WoPld Bank, which cisae into 

existence in September 1S60 to supplement the financial assistance 

20 / 

f. io video by trie Sj^k, It is to promote economic developrasait, increase 
productivity^ and thus raise standards of living in the less developed areas 
of the world. The primary purpose underljring the establishment of I.D.A. 
was the creation of a supplementary source of developmental, capital for 
countries whose balance of paimients prospects would not justify tlieir 
incurring, or continuing to incur, external debt entirely on conventional 
terms. The financial terns attaching to I,D,A. credits hav©, therefore, 
been designed x^ith due regard to this puipiose. M effort is being made, 
however, to assure wide geographical, distribution of development credits, 
taking into account the priority xij’hich should be given to the poorer 
Countries, At the same time, probably it will be necessary to observe 

a limit on credits for some countries which could cuicliLy present enough 
suitable projects to absorb a disproportionate amount of I.D, A.Fhnds. 

The following table shows the ^ount of development credits 
extended Iny I.D.A. to its member countries. 


Btatgn,en.t,.., .o,£,..J.,I),.A,l.s D.e.velo.pgLen.,t_...ar,e,dl.t,5.... June. 20 ,.1962. 

( In TJ.S, Dollars ) 

Menber in whose territories|j Sislirrxxg Effective development ^Development 

development credits have ^ .s..g-ejii_ts-h.el d bv .Association ^credits not 

been made. | Dis’xi-rsscUTJndisbursed T Total ""xyet 

L p ortion I port ion | effective 


Chile 

China 

Colombia 


800,968 

2,407,934 


19,000,000 

14,499,032 

17,092,066 


19,0CC.0CC 

15,3C^C;CC0 

19,500X00 


■go/ Gsutas. B.k, 'The Intemationsl. Devslcpmsn'c Associaticn, B;: 
October, 1960. 

22 / IDA,, First Annual, Report 1960-61 : P,3 . 

22 / I.D.A., Second Annud. Report, 1961-62, P.23 Appendix ‘D 
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ihe aiain feafeires of tha development loans provided by the 
Association so fa-r are t Firstly, all development credits have hean made 
to member countries or to t?ae government of a territory of a member. 
Secondly, after undlshirsed balance the .Association has entered into 
irrevocable connitaents to dishirse 0 1,115,916, Finally, agreements 
providing for these development credits have been signed, bat the 
development credits do not become effective and disbarsonents thereunder 
do not start until the borrower takes certain action a.id itimishes 
certain documents tc the Association. 


I.D, A. has begun its work at an opportune tame in the era of 
economic growth ahc political change which has followed the way the demand 
for development capital has markedly expanded. In. a growing number of 


level op; 




countries, however, the need for, and the ability?’ to make 


ef fe 


ctive use of, outside capital is increasing faster thssi the ability 
to service convention.al losns,; some countries have a]- ready began to 
draw close to the limit of the debt they can prudently assume on 


conventional terms. The. problem is compounded by the circumstsinces of 
El 5^17 newly independent countries. They are not able to rel 3 r to the 


s^e extent as before on the financial support of the metropolitsp 


powers, including ' guarantees on loans floated abroad; but they have not 
yet developed a credit standing of their own sufficient to enable them 
to borrow on the seal© they reejuire. Hence the principal jiistification 
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Icr such an org^iization is the extent to it supplements the 

faciliti-'.s provided bj the existing inteniatimal fSii. 3 ?nci,a 3 ,. instifeitions. 

The Association’s main purpose is to assist economic 
dsvelopment in, rel atively imderdeveloped countries*, the advanced nations 
should, the.refore contribite more towards its flinds so that it may be in a 


position to gr.^it loans on 


■-OC" 


i 


avourable teims, loans with a 


long Winning period, a relatively extended period of grace and at low 
interest rates. In advaiieing lo.sns, the need of the coimtry together 
with the monetary a?,'id fin,gnci.al stabilitjr should be the main guiding 
principle sfiid not the proportion of contrroution made by the 
underdeveloped countries tovrards its flinds, IJpto June ,‘X)5l962, out of 
the total lo-ais of U.S. ^ 174,60C,0CC only 1,6 per cent, has gone to 
IJ.S.A. Sid SwazilaJid, hit the rcriainder has gone 'bo the underdeveloped 
countries. 


The I.D, A. should provide for the aimortization servicing 
of development loal:is in soft currencies. These are projects, which 
while technically r;Sid economically’" sound, may yet fall short of the 
criterion of the World in regard to the rspa,'’m3nt in hard currencies. 

Again, the Association should also fin^ee local cu.rrency expenditures 
on essenti, 3 l development projects so as to avoid undue emphasis on the 
baLiSice of payments aspects of development p,rogrammes. 

It is also desirable that the Association should have in 
mind the social conditions of the people in the underdeveloped 
countries, carrying the benefits of its operations to those- '■ pl^s 
spd vjorks, which due to their particular nahire, do not find sufficient 
economic support at presmt. in some cases it would be proper for it 
to consider financing pilot projects in some fields of social overheads 
of a type which are not financed by the Bank. 

The Association should keep the closest ^rorking relationships 
\fith representatives of the underdeveloped countries so as to ensure 
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t.Qat its efforts will be directed to meeting the most iiiipontgp,t 
developmental needs in the best possible Its aim should be to 

increase the total flow of development capital to the underdeveloped 
areas not as a substitute for the bilateral assistance from the 
industrial countries. 

The wa3' the whole r^.ge of development problems of the 
underdeveloped countries are now evolving is extreaely complex and the 
international institu.tions are only beginning to find the ^swers to them. 
Efforts should be made to make the ihllest possible advantage of the strong 
fin,ancial position In which the I.3.R.D, and its affiliates now find 
themselves. They should, not hoard their strength, but they should use it. 
The Bank has now not only ample reason, Mt apiple strength and 
ample experience to modify the terms of its lending in appropriate cases 
so that they will be more suitable for the new kinds of clients and the 
new kinds of projects. In partimlar Instances, the grace period may 
need to be lengthened to allow the projects financed to be brought into 
full earning power or to give a longer breathing spell to a borrower 
wliose repa'iment capacity may take some years to build up, Aid it would 
be e^uaj-ly reasonable, in given instances, to lengthen the maturlt 2 r of 
B^k loans, which up to now have generally had a maximum life of 25 years. 
But it should not be forgotten that B^k’s efforts are only 
a small part of the picture. If the teipo of development is reaP.ly to 
be quickened, it will call for increased determination Aid more 
effective action by national governments, gove.mments of both the 
industrialised and the less developed nations. 

Each year a little more of the growing strength of the capital 
exporting countries should be put at the disposal of the developing 

world. The flow of development assist Aice now comes from more sources 

Ve 

than ever beforej it needs to fetter coordinated than in the past. 
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Over the recent past, the amount of assistance has risen 
considerahly. This aid needs to be continued on increasing scale. 
Sepal], y important, the teipis on which it is provided, althotigh now 
somewhat better than in the past, still need to be imp.roved. The 
efforts of the its affiliates to a]-leviate the problems posed 

by the debt structures of less developed members will be of little avail 
unless bilatera]. aid is more genera3-l3^ available on terns which satisfy 
the recipient’s legitimate needs. 

In addition to finssice on sound terms, the developing world 
retpires from the indp.stri^. ized nations not only increasing aid, hit 
also easier access to their markets. The primary predicts of many 
underdeveloped cotin tries to-day encounter trade obstacles, be they 
tariffs, epotas, or internal, taxes. Trade restrictions are also a 
serious barrier to the efforts of the developing countries to 
industrialize ^d diversify their export structures - tasks which indeed 
would be irilierent].y difficult enough even with free access to markets. 


It is, therefore, high time for the developed, countries to re-exsfnlne 
their trade policies vis-a-vis those less developed. The outcome of 
that re-examination wi3.1 be of the greatest signific^ee. 

Proper resource utilization - ( policy problm ) - in the 
developing countries is another matter of great concern. The main 
difficulty arises at the time of project preparation and its execution, 
The length of time which is gensrally necessary for Bankfe borrowers 
to prepare a project jtfid make it ready for financing is much less tli^ 
what is taken by the underdeveloped countries. Moreover, even on 
projects ^ready approved, the rate of disbursement is often slow, 
and it se®is s recently to have become even slower. 




deo r.ge 


-r', 




and IDA |n I.M.F. Fin^cial l^ews Survey, Yol.W, Ho.^ 


October 4, 1963, P.341 



This is a matter which needs thorough investigation as the 
less dcvclopod countries cajinct afford project delays. If ths trouble 
lies with the pro cedi re of the it should be improved ahd efforts 

should be mad® to help its borrowers to remove bottlenecks. But it 
should not be forgotten that no assist^^ce from outside can be effective 
unless the borrowing government is itself committed to speeding up 
project work by siaplifyirig administrative and other practices an.d by 
giving it appropriate priority in the a].location of scarce personnel 
resouirces. sfnen the project delays are due ifcJS ‘bo shortage of local 
funds needed to supp-lement the foreign In-vestment, there is little 
sense in borrowing external resources.' 

Financial and technical assistance from the Bank and other 
public sotirces is never going to be more than laargina]- to the 
rec|iirc2rients of the developing countries, While the Bank lubricate 
the 'machinery, the chief driving power must come from elsewhere*- most 
of all from the developin,g countries tlKaaselves. Bat there is one 
source in particular of which much more use c^^ be made and that 
consists in the energies, the talents, ^d ths capital that exist 
in the private sectors of both the developed the underdeveloped 
countries. The its affiliates have only an obligation to do 

all they can to create the conditions which will unlock this resource, 
"With this objective In view it should provide p facilities under the 
umbrella of the Bank for, conciliation snd arbitration of international 
investment disputes. 

The B.ank, as a non-political international organisation, must 
accept with reservation the decision artived at smengst its sovereign 
rae-aber nations regarding the import of foreign private capital for 
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accelerating their developmental effovts. To a gJ?eat extent the 
attitudes of of the less developed countries towa^'c 

foreign .private investeient are based on the outdated past rather 
than on present facts. Those countries v/ho adopt as their national 
policy a welcome for international investment giving foreign 
investor a faii* opportunity to make attractive profits - wi3.1 achieve 
their development objectives more rapid!!-! than those who do not. 

For a Country which is hnoxim to be hospitable to private investment 


will liawe access over the years to a much larger ^d much more stable 
pool of Capital than its neighbour which relies solely on 
government » to -- goveinment aid. It wil.l have access, too, to a 


much larger pool of industrial, personnel - managerial, administrative 
and technical ” and to a much larger ra ass of scientific 


teehuiologic^. infons,ation than it could possibly acdp.ire in any 
other way. Most aiaport^t of all, its _economy will be stimulated 
invigorated by the many different contacts, at many different 
levels, vrhich a lio spit able in vestment climate will make possible 
between enterprises and individaals within its oici borders and 
those within the borders of the industrialized countries. None of 
these adv^itages is likely to be fully available to any nation 
whose government, however, vrell motivated ^d, however, well 
administered, decides to relegale the private sector to a 
subordinate role. In this respect the Bank ^d its affiliates 
should advtfice to new plateaus of usefulness to the peoples of 
their member countries. 


^ ?|e 3|c % % ^ afc :|« ^ 



CHAP T 5 R mi 




GHOTfTH 


In this chapter we propose to revieiff critically the financial 
aspects of economic growth in onr country daring the period of 
(|itn(|aen^ial eoDnomic plans, 

.The First Plan attajipted a long- tens pro;5ection of economic 
growth sid its saphasis was essentially on inf rastmctare inwestaent in 
agricullure, transport, power, etc. It attempted only a modest 
programrse of industrialization. For instance, the expenditure on 
agriculture, community development and irrigation in the First Plsffi was 
of the order of Ih, 86l crores out of an outlay of 1,960 crores in 
the public sector. Expressed as a proportion of the total outlay, it 
v.orks out at 44 per cent, while on industries, the expenditure was 
6 per cent. The national’ income of the country increased by 18 per cent, 
while prices declined by over 17 per cent during the pl^ period. On 
external account, the Pl^ imposed no strain on the economy. The 
utilisation of the sterling balances represented mainl 3 r the effect of 
capital transactions. The overall investment du,ring the First Flan was 
of the order of about Bs. 3,300 crores, both in the public and the 
private sectors, of which the respective shades of the public ^d^private 
sectors were 52 per cent and 48 per cent respectively. 

The Second Plan laid special emphasis on basic industries like 
steel, coal, and transport. The total investment envisaged was 3^800 
crores in the pumic sector and another Bs. 1,000 crores as currait outlay 
and fe. 2,400 crores in the private sector. _ Cur Intemation^ reserves , 
were rapidly depleted. Rs. 200 crores were envisaged to be utilised 
over the entire Plan period, tut in the first half of the Pl^ period, 
the utilization was of the order of 600 crores. Domestically, the 
j[j^ ■y @ g "tjs en t caused a great strain on availnble resources* It was, 
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therefore, decided to mt do'm the public sector outlay in November 1968 
from 4,800 crores to F’, 4,5©C crores, A much 3.arger voliame of 
external assistance than had originally been planned was obtained 
through the Consortium sponsored by the International Bank For 
Heconstrueticn Aid' Development, The public sector outlay was of the order 
of F", 4,600 crores, of which ?<;, 3,650 crores represented investment 
outlay, while private investment was of the order of 3,100 crores. 

The pattern of fin,9ncing, as realised, differed considerably 
from the origin^ programme as envisaged for the public sector. The 
additional taixation measures produced about 1,000 crores as against an 

f 

estimate of 400 crores. The surplus expected from tax eaniings at 
current rates did not materialise. .Snail savings at 33 crores fell 
short of the target of 500 crores, the annua), target having been 
slightly exceeded in the last year of the Flan. Surpluses from public 
enterprises did not come up to expectations. The rise in price level 
together with a shortfall in domestic resources in the earlier years of 
the Plan led to a larger recourse to deficit fin?sicing than was originally 
anticipated, A substantial part of the expenditure obtained, through 
deficit fin^cing was incurred abroad on capital ecu-ipment ^d was thus 
not inflationary. The expansionary influence of the primary credit 
creation did take place. The effects of the deficit were mitigated through 
private imports financed by the utilization of our international reserves. 

Heal inojme over the Plan period went up by over 20 per cent as 
against a 33 per cent rise in money supply. It should, however, be 
noticed that the variance between the rates of monetary expansion and 
income growths declined towards the end of the Plan period. Over the 
entire period of the first ten years of planning, national income rose by 
4l per cent, but giving allowance for growth in population, the 
increase in per ca pita income was only 17 per cent. Agricultural 
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produ-ction rose by over 41 per cent, while indas trial output was 
nearly doubled. 

Taking the ten year period as a whole, the degree of bailee 
between the growth of real national income and monetary expansion is 
remarkable. As against a rise of 42 per cent In national income, the 
money supply rose from 1,848 crores in 1951-52 to 2;. 2,868 crores in 

v 

1961-62, which means a rise of 55 per cent, 

Sie Third Flan 

The Third Plan envisaged sn increase of 5 per cent per ^num 
of nation^ income, self-sufficiency in foodgrains, expansion of basic 
industries aid of emplo:;ment opportunities ^d the progressive 
establishment of greater eouality of opportunity snd of incomes an.d a 
more even distri’aition of economic power. The annual rate of income 
growth envisaged in the Third Flan is more than the average achievenent 
over the first two Plan periods. The targets for income groirth are based 
on anticipations regarding the level of investment in relation to income 
an.cl the ratio of investment to tocrements in income. The pattern of 
growth over time and over different sectors is set by regulating 
investaent in volume and over different sectors of economy. The rate of 
net investment was expected to rise from 11 per cent of national income 
at the end of the Second Plan to 14 - 15 per cent of nation^ income at 
the end of the Third Flan. The ratio of domestic saving to income was 
expected to rise from 8,5 per cent to 11.5 per cent during the period. 

The forecasts of the growth of Income also depend on the expected 
behaviour ’of capital/output ratios, f® The expected capital/output ratio 
in the First Plan was 3 : 1, bit it worked out at 2.1 : 1. This 
favourable turn was due to an increase In agricultural output and the 
fuller utilization of existing industrial capacity. The capital/ output 

2J M'!', I'Taraslmhi' mts the rise in money suni-ly at 47 r.er cent, vice 
p. 384, I.M.F. S'taff Papers; ITol. IX, No, 3, No1?em her, 1962 
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ratio for the Second was ^.ticlpated to be 2.3:1, .bit it trorked out 

at 3:1, 'This was <ii.e to setback in agricultural p,ro diction ,md the 
greater concentration on projects with a long gestation period. The 
Third Plan postulates a capital output ratio of 2, 3|1. It is interesting 
to note that this method is adopted in other countries also, bit 
naturally the actual achievement ^/jould vary from country to country, 
depending upon differences In economy. The followiag table shows the 
Capital/output ratio in some of the underdeveloped countries. 


Table Nn.60 


.Sap.ltal/£a,.tpii. t 

ila tio In Oirrent PI ans. 


Country 

I 

1 Plan Period 
J 

u 

Increment.al netll Net Investment as 
Capital/Output | per cent of 
ratio _J national n_rQ.dnot. ^ 

Buma 

1961/62 


1964/65 

2.5 

14.8 

Cgttbodia 

1959 


1964 

3.0 

15.0 

Ceylon 

1969 

«... 

1968 

2.6 

15.3 

China : Taiwan 

1957 


1960 

2.1 

15.8 

Fed. of Malaya 

1961 


1966 

3.9 

16.1 

India 

1961/62 


1965/66 

2 

13.0 

Indonesia 

1956 


I960 

2.8 

8,5 

Ir^ 

1955/56 

r 

1961/62 

3,0 

18.0 

lapen 

1961 


1970 

4. 3 

31.0 

Philippines 

1959/60 


1961/62 

2.1 

12.5 

F akis tan 

1960-61 


1964/65 

3,6 

13.4 

Thail;3id 

1961 

- 

1966 

2.5 

15.0 


According to the above table, Birma, Ce 7 /lon, China s Taiw^, 
Philippines and Thailand have a more favourable cap it si/ output ratio than 
India. But the eircumstisices vary from country to country. In the 
current Plans of the countries of South East Asia, the capital/ output 
ratio varies rather widely from 2 to 4. 

Caution must be exercised in the use ^d as regards the 

reliability of the capital/output ratio. For industrialised countries, 

the eapitsl/output ratio remains stable over longer periods than in 

underdeveloped economies, where agriculture is domin.an.t. The capital 

outn ut ratio e^tln^ted at 2.3 in Indlafs First Pl^n was a.ctualT’’- 1.8 da.e 
2/ ‘£ci^ Billetin, ¥ol.xil,No. 3,Table No.2,P.5,DecCTber 1961. 

Ibid, P.4, November 1955. 
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to favourable weather. Better use of idle capacity may yield a lower 
Capital/ output ratio as in Ge:';lon India in the early post-war years. 
Secondly, the capital/output ratio includes physical capital, but in the 
developmait outlays in the pl,^s, investment expenditure on human capital 
is also included and it is not possible to judge its (Quantitative effects 
on output. Thirdly, in underdeveloped countries statistics bearin.g on 
capita formation ^d national income are rough and the time lag betwem 
investment and output is assumed arbitrarily with the result that the 
ratio thus arrived at tends to be unreliable, specially when the time 
series is short. 

Owirs'g to the shortcomings, the capital reciuirement arrived at 
cannot by itself be relied upon. It may, however, be pointed out that in 
spite of the variation in the planned rate of growth in the national 
income and in the capit^/output ratio, the rate of investment in the 
current plans of the majority of the countries shows amazing similarities. 
It is around 13 to 16 per cmt of the national product, notable 
exceptions being Jap® on the high side at 31 per cent and Indonesia 
on the low side at 8,5 per cent. 

Financing of the PI .an 

The total investment expenditure of the Third Flan comes to 
Bs, 10,400 erores, of which ’fe. 6,300 crores represent public sector 
exp^ditxire and. the remainder private investment, A sura of B*. 1,200 
crores in the public expenditure is to be added as current outlay. The 
total resources thus work out as Ps* 11,600 crores. The external 
assist®ce was envisaged at Hs, 2,100 crores. Domestic savings were thus 
to account for Bs, 8,300 crores. The Plan recognises that it would be 
difficult to estimate precisely the extent to which the different 
progrgames could be filfilled. There might also be an element of 
elasticity on the side of the resources. According to the Pl^, resources 
are not a fixed fund to be drawn upon; they depend partly on the scale of 
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investesnt iindertaken and the resulting increases in output daring 

the F2.an period, 

.jj'inancial Hesources for the FTiblle Sector 

The following table gives the fin.^ci.al resources for the 
public sector of the Third Flan. 

:Mo qii(S and. ..tie. Third FI ans 


I tar 


r s,s„-.„m ,^5ro. r e s._„. 

^iis inibial.'.y? As estinatsd tXair-d 
i estinated ?nnw )Fl.an_-. 


1 » Bailee from current reveiYucs 



-dO 

C n:r\ 

(excluding addition :al ta^cati-n) 



2 « Con tri bat ion of iailwa^rs 

U--'—' V" 


150 

ICC 

£<a 5u rT) 2 .’ii s 9 s of. s^^3^Y^ raises 




450 

liCaAs i-cn puc^ie 

70C 


7S.C 

80G 

o ^ i.: i sU- s HI g s \ n G *3 y 

500 


400 

a a 

wV,.'' Vr 

0 '*.J. "V'- TTn p-q f ”■*' ,C" "J-" ^ 

X 


170 

235 

7, otso-l l! 5 ia 2 . isafcion Fund (net) 

1 25C 

m 

1C5 

S. F.rl anee 'of 'r.iscsllansou.s capit. 2 J. 

r 




receipts under noii-Flan disbirseraents 



70 

170 

o. e T 4 -^ Q 

195C 


152 I 0 

3040 

10 , .id d i t : oi'"’ al ‘f ax at ion In ej.u d in g u e asu re 

3 




to i-ic.reass t.he su.rplr.ses of nub].ic 

450 


1052 

1710 

enterprises 





lloBucget,a-ry receipts cor re spending to 

9,r..r. 


1090 

22 CC 

6 X 'u G r]l qSS i S t .sT. C 6 





17. De f i ci t Fir. ?n cin. g 

12 CC 


948 

550 

TCT.5. 

4B00 


46C0 

7500 

Of the total of 7,500 crores 

for the 

public . 

sector 

in the 

Third Five Year Plan, T^,4,750 crores or 

63 per cent repr 

esents 

domestic 


resources, E.550 crores or 7 per cent de.ficlt fln, 3 ncing an<iBs. 2 , 20 C crores 
or 30 per coit external, assistance. 

The resources of the centre and the states for the Third Flan 
are given below. 


4y 

y 


Third Five Year Plan : Government of India-Planning Commission 
F.93,' . 


Ibid ; Table 2, P.95 
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T^.ble Wo. 68 
■Msniuin^a THi i 


§/ 


- I tem 



f Tntijl 

1. Balance from current revenues 

410 

140 

550 

(excluding additional taxation) 

8, Contribation of laHways 

ICC 


IOC 

3, Surpluses of other public entemrises 

300 

150 

450 

4, Lo;ais from the public (net) 

475 

325 

800 

5. Sn^all Savings (net) 

213 

37 

600 

6, provident Rinds (net) 

183 

82 

265 

7, Steel ecjualisation fund ( net) 

105 


105 

8, B^ance of miscellaneous capital receipts 

4S8 

-258 

170 

over non-plan disbursements 

9. Total of 1 to 8 

2,214 

826 

3,040 

10, Additional taxation including measures to 

increase the surnluses of public enterprises 

; 1,100 

610 

1,710 

ll.Budgetary receipts correspondin.g to 

external assistance 

2,200 


2,200 

12. Deficit financing 

524 

26 

560 

o 

6,0,*^ 

1,462 

7,500 

The Third Plan envisaged to secure Pi;, 

550 crores 

from the 


balance of carrent revenues at existing tax rates. - The estimate of 

surpluses from revenues was based on certain assumptions regarding the 

growth of tax yield with ah Increase in economic activity, Naturslly, 

the tax receipts would vary from year to year with variations in the 

growth rates in the economy. With improvement in tax administration 

evasion c»uld be reduced, x*xhich would help to raise the amount of 

envisaged revenue. The Second -Plm outcome from, this source of fln^ce 

was markedly different, jis against aP. Initial estimate of T%350 crores, 

at the rates of taxation prevailing at the beginning of the Plan there 

was at the end of the Plan a deficit of P''. 50 crores. This indicated a 

deficit even for currmt expenditure. The yield from additional taxation 

Was, however, much higher than anticipated. The substantial Increase in 

the expected balance from revenues during the Third Plan, as compared with 

the Second Plan, is due to two factors : (i) an increase in economic 

activity during the last few years and (ii) imposition of additional 

taxation in the Second Plan perio_d. 

17 Ibid s P.100, Tablets ^ ^ ~ 



According to the mid-tena appraisal, States have been 
experiencing difficulties in raising resources on the sc,a3-e postulated in 
the Plan. Additionai. taxation undertaken in them has been lower than the 
targets. According to the Cominission, in some of the states it iirould be 
difficult to inplon^t the original- Pl^ in full without further steps 
to strengthen their financial position. 

curing the first three years of the Plan, normal tax receipts 
both at the centre and in the states are better than earlier estimates. 

If present trends continue, the total, tax receipts over the Pl^ period 
at 1960-61 rates of taxation would exceed the earlier estimates by 
about 80C erores. 

As against the original- target of 1,000 erores of 
additional ® taxation, the aggregate yield over the Plan period from the 
taxation measures introduced till March 1963 at the Centre may exceed 
Bs, 1,900 erores. Taking both the Centre and the states together, 
additional taxation measures would yield over the Flan period about 
Bn, 2,400 erores or Bs. 700 erores more th.an the target. 

The iaprovQient In tax yields would, however, be offset by 
the deterioration under the item ’balance from 'current revenues*. This 
is because of the step up in defence outlays and inevitable increases 
under other non-Plan expenditures. 

According to the appraisal of the Plan, in terms of national 
income growths, the achievenents in the first two years of the Third Plan 
have been less than anticipated. The rise in annual income is estimated 
to have been about 2.5 per cent as against over 5 per cent as envisaged 
in the Plan. 

The Commission estimates that over the five year period as a 
whole the total outlay 3n the public sector, subject to availability of 
resources might be about B%8,000 erores as against the original estimates 
of Bs. 7,500 erores. 
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^mt£i.bi MQ.B._,_froni the Ra.ilwaYs 

The railways were expected to contribute ahotitr^.ioc crores* 
This represents the stirplnses of expected current eamings of the 
railways over their expenses, excluding investment expenditure. Bit 
after providing for depreciation snd the payment of interest and dividend, 
the contribution in the Second Flan csiae to B.150 crores. This included 
receipts from increases in fares and freights. The surpluses of 
!h. 100 crores in the Third Plan do not include additional ■ resources 
that Can be raised by a rise in fares and freights. The following table 
sliows the railway surpluses, 

I-eaj; " ' ^ Surpltuses in crores. of. rupees 

1961- 62 24.40 

1962- 63 (3.B.) 23.20 

(196S-64(B) 31.00 

This means that the annual railway surpluses exceed 
B. 20 crores in three years the ra'*lways have been able to raise 
Ps. 17 crores more than the average anticipated in the Third Plan. 

Su.r plu ses Q,f other , JEubllx L, M t e mr i..g.g^ 

The surpluses from other public enterprises after meeting their 
annu^ nomal expenses are put at 450 crores. It may be pointed out 
that in the Second Plan period the contributions from the public 
QQterprises xfere shox® under bal.a^'.ce from current revenues and additional 
taxation. This amount of P^. 450 crores includes Ps. 300 crores from the 
Central Government enterprises and the remainder from the enterprises of 
the state governments. Cf the enterprises at the Centre, the steel 
plants are expected to make the major contri^mtions , while in the states 
electricity undertakings may contribute sizeable sums. 

Much will depend on the fact that industrial units reach their 
targets in time, work isrith efficiency and follow suitable price policies. 



i r'C - ' 
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Thus in the Second Flsfln period except during the last year 


siaall Savings lagged behind the estimates of the Plan Document. The 

perfoCT^ce in the Third Plan is better, particularly in 196 ^>-6 3, tw.t on 

the whole the actuals are behind the annual targets of Ts.l95 crores. 

The potaitialities in our country are large ahd growing, particularly 

because of a rise in income in the lower and middle, income brackets. 

2J Read the ’Finances of Public Shterprises’ I, 

1962, Under the auspices of the Indian Institute of Public 
Ada in is tr at ion, New Delhi. 

8/ Report on Qirrency ahd Fin sice for 1962-63, statsaent 50 ,P, 94 


Savings drive should be extended to rural areas, which offer - great scope.. 
LcLaas-a nd .ain,ds 

Public loa^s were to contribute SCO crores, or P%160 crores 
per spnuai. This target oafinot be compared xg’itli the collections in the 
Second FI® of ^''.TSC crores under market losP-s. They included purchases 
by the Reserve 3®ik ®d the investment by the State Bank of F.L.480 
counterpart Rind Deposits in Government securities. Such investments are 
not included in the Third PI® targets. The Third PI® estimate 
®visages a great increase in the purchase of securities by the L-.I.C. , 
the non- governmental provident funds '®d other investors. Commercial 
b®ks will also absorb lo®s. Dnder the Second PI® on this basis only 
about Fs. 30C crores were raised. During the Third PI® period, repayient 
of the maturing debt will be of the order of 980 crores. The private 
sector wU-l also compete in the capital market. According to the 
appraisal of the Third PI®, so far as market lo®s ®d provident funds 
are concerned, the actual realisation over the PI® period is likely to 
be somex'/hat better. 

The efforts of the L.I.C. , the increase in the number of 
industries providing provident fund benefit should indicate better yields 
The extent to x-rhich banks take up Gox^emraent se®rities 'mul6 depend upon 
the growth of their deposits ®d the increase in d9n®d for credit. On 
the whole, the perfom®ce of raaJ’ket lo®s shoxxld cone up to expectation. 
Steel ..Srj»al Iss^tlon Rind ®d Other Canital, Re.C.elii.t .s 

Steel Soualisation Rind receipts come out of the surcharges on 
steel. This contribution of Fs. 105 crores will depend upon the 
achievement of the target of steel production. Miscall ®eous capital 
receipts are expected to produce Fs, 170 crores, Betteisient .levies are 
also induded in th®n. The experience of the Second PI® with 
betteiment levies is not ®couraging. Other miscell®eous capital 
receipts include recoveries of lo®s ®d adv®ces from local bodies ®d 
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inflows on account of deposits ajid rsmitt.'^ces, Slxcenditures include 
coapensation pap’sients to refugees mo. zaaindars a^id loans aJid advances 
to cultivators. Non-Pl.'^ caplt,al disbursements should be kept at a 
rainimurii. 

Deficit financing was to be limited to F". 550 crores in the 

Third Flan, which is aitout 7 per cent of the tot.gl resources re<|iired 

for the public sector. It is about 40 per cent of b^at in the Second 

Fl^ tfid about 15 per cent more than in the First Plan in absolute amount. 

The aggregate expenditure in the Third Plan is eciual to that in both the 

earlier Plans put together. From bother point of view, it is about 

22 per cent of the revenue, expenditore of the Govemmtmit of India for 

1964-65, The gpiount of deficit financing should be considered in the 

context of the raonetary needs of the economy. Actually in the Third Plan 

so far in three years, the national Income has expanded by 2.5 per cent 

per annum as agahist the estimated increase of over 5 per cent per ahnum. 

The economy is becoming increasingly monetised and the community is having 

a tendmey to hold larger cash balances. This means, that income velocity 

will decline somewhat. The private sector will also re(|.:'.ire credit from 

the Heserve Bank. The total monetary expansion during the Third Plan 

period will be about 35 per cent. The Plan document emphasises toat 

there is **no precise way of estimating the limits of safe deficit 

2 / 

financing”. This appears to be' compatible with monetary stability. The 
Halt bo deficit fin^clng is also set by the absence of a foreign 
exchange cushion. 

The following table shows the amount of deficit fin-mcing during 
the Third Plan period, 

2/ Third Five Year Plan of India s P.99 


7ear 


1961-69 

115 

1962-6 3 

156 

1963-54(8) 

181 

11963-6 4(H) 

153 

01964-65(33) 

86 


The overall deficit for the Flm period as a whole is likely 
to he larger than Ps. 550 crores sp.d efforts must be made to see that it 
should he within safe limits. 


Tj.n P-p. t“: 2 fV': T ^ p vs 1 -S C T® 


Tot^ investment in the private sector jji the first ten years 
caae to ??, 4,900 crores, of which investment in organised inaisiries, 
mining an.d sma3.1 industries care to about 98 per cent or Ps, 1,400 crores, 
A major pai’t of the resources for development of private industries was 
provided from the internal resources. 69 per cent of the total, 
investment in the First Flan and. 47 percent in the Second Flan came out 
of undistributed profits and surpluses. Hiring the Third Plan the 


in ves brent in the private sector was estimated at Ps. 4,^)0 crores. The 
internal resources of industry will eontrilDute about 48 per cent. For 
the organised indistrial ^d mining programme, capital reduireaents will 


come 'Co about Ei. 1,40C crores. The sources of supply for indxstries are s. 

Table K 0.66 
Sourc es of Su pply 

Sources 


Institutional 

Direct lo^ participation by 

Government 

Foreign Capita 

Fevr Issues ’ ■ 

Intern^ sources 


Is. 80 crores 
Bs,90 crores 

Es.900 crores 
1h,150 crores 
Ps.400 crores 


10 / Thes 


iT^ures are based on the 'iidget speech of th.e finmce, 
Minister“pubiished in the HincMstan Times. According to the mid-te 
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and Pc, 171 crores respectively while budget estimates for 63-64 pu 
this figure at Rs. 241 crores. 


<rt- tt 


■phe recfair^ssen ts for the exteitial assistance for the Third 
Plai cane to 2,600 cro res, incl-adin.;:: refjjiahcirxg of maturing 
obligations of Es.SOC crores. The foreign exchange content for the public 
sector was put at 1,5‘X) crores and for the private sector at 

1,025 crores. 

Taking Into view the finance recpired for iiipcrtlng food grains 

from b.S.A. under F. 1.480 anountirig to r^.,600 crores, the bal<^ce of 

papients gap comes to Es. 3,200 crores. The exports were put at 

P', 3,700 crores, externa]- assist^ce at P3.2,60C crores and deficit in 

Capital tran.s actions at ^-.550 crores so that the total of receipts for 

the Third Fl^ was put at 5,750 crores. Thus on account of,,. exports 

the estimate of P?. 3,700 crores is the minimum. Accordini,g to the Plan 

document what eaierges on the whole is that the balssice of parents 

position will continue under strain and that the external account will 

lately bal.^ce, even with exports of the order of P;, 3,700 crores. This 

11 / 

target of exports ist is by no means easier of achievement. The average 

of exports in 1961-62 and 1962-63 is Fs. 674 crores with a slightly 

rising tendency. This, however, falls short of the average of P'’.74i0 crorea 

Since 1954, exnorts in Japan have expanded annually at 18 per cait. This 

22 / 

rapid increase of exports of the country raised the import capacity. Our 
exports must also be exp^ded at a faster rate than has so far been 
possible. 

The average of imports estimated in India’s Plan was !h.965 
crores, but the average for the first two years of the Third Flan period 
exceeds Ih..ll00 crores. That means that either exports must be expedited 
or foreign assistance of a higher aaount than envisaged in the Plan will 
be necessary. Iny rise in import costs aP-d a lag. in export perfomance 
11/ Third Five Year Plsi of India, P.113 

12/ The Bank of Japan its Junctions ^d organisation, March 1962, P, 2 
The Bank of Jap^, Economic Research Department, 
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IS Douna to upset t-ie sstiaatss. Cur eiiports are grci'rin.g slorJlyy 
import needs are grot^fing rapidljf. ?Iie difficulties in raising experts 
are obvious. According to t>ie Fl^ document j the trends -in exports 
s!'!oiild be kept under review at the highest level throughout the neriod 
of the Plan and .all steps taken to ensure that' export eamings are 

maiciaised .It will be essential, in the coning ■'"ears net onlj to 

restrain Consumption in the interest of exports, bit also to increase 

“5 0 / 
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1 ... 

Im.p.oJJtsi_.-'L_ 

L - Sxnorts /+) 

1,. ,_B.al,an.Ge,_, o,!, .tr.ade 

1956-57 


902.9 

619.6 

-283.3 

1957-58 


1,036.4 

635.1 

-401,3 

1958-59 


903.6 

572.6 

-331,0 

1959-60 


961.5 

630,7 

-321.8 

1960-61 


1,122.5 

642,1 

-480.4 

1961-62 


1,093.6 

660,6 

-433.0 

1962-6 3 


1,121.0 

688.1 

-432.9 


Special efforts have been made 'to promote exports. According 'to 
the mid-term appraisal of the Third Flah ’foreign exchange position in 
the last three years continued to be difficult, although cora-aitaents to 
the extent of ? 5 .T!, 10 C crores are now In sight, additional non-project 
assist^ce needed over the next two years a'aounts to P~.450 crores.’ There 
has bem an appreciable increase in the efushtum of foreign assistance 
coupled with the softening of 'tiie terms and conditions on which it was 
granted. 

During the first two years of the Third Flan' period external 
assistance totalled ^'^..1,076 crores,' be In. g higher in the second year at 

Third Five Year Plan of India, P*113 
14/ Reserve Bank of India Billetin, March 1964, P.388 
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F?,.6.52 crores, as against P% 425 crores in 1961-62. The total 
authorizations of foreign assistance iip to March 1963 ca’ae to R';.2,473 
crores, whae utilization was of the order of 1,343 crores the 

IS/ 

amount undislairsed stood at Fs, 1,130 crores. 

The Flan doct-iment further emphasises that it is not desirable . 
to continue to rely on foreign aid to the extent it has been done In the 
past snd that every effort should be made to reach a reasonable degree 
of self-reliance by the Fifth Plm, To impleixient this decision, it must 
be ensured that the pro.jects to be taken in Ii^d are design, ed primarily 
to strengthen the bal,^ce of payments by increasilng exports and replacing 
imports, without at the same time involving an excessively large foreign 
exchange coraponent. In this connection emphasis has to be given on two 
poin,ts. Firstly, whatever is tal^en in hand must be Implemented with 
speed and efficiency, Secondly, it is necessary to ensure the observ.^ce 
of correct priorities in investment in the light of the basic objectives 
of a self-reliatit econcray. 


Hesuia e 

The Third Plan re(|aires a major domestic effort coupled with 
substantial external assist^ice. The total anvesfeaent proposed in the 
Third PlsP is more than was done in the first ten years. In real te,rais, 
the Third Flan is not proportionately larger than the Second, Plan as the 
figures would suggest. At 1960—61 prices, the public sector outlay of 
Fs, 7,500 crores does not exceed by more than 25 per cent - the outlay of 
K, 4,800 crores original^..y proposed for the Second Plan. The real.ization 
of the targets would depend on the actual increases in invesbnent and, 
in Cora e. According to the appraisal of the Plan, national income in the 
■first two years has gone up only by 2,5 per cent per annum as agata,st the 
estimate of over 5 per cent. There has been a setback In agricultural 


15/ .leuort on ^Oirrehey and. Finance, for lSo2-oh, F.IO^ 
16/ P.61, The Third Plen Mid-Term ^praisal. 
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output. Industrial production increased by 6,5 per cent aPd 8 per cent 
respectively in the first two years as against the aitieipatec- average 
of 11 per cent. There has been no proportionate setback in investment. 

In fact, the public sector investment is likely to be of the order of 
r%S,000 crores as against the estimate of ^''•.7,500 crores. There might 
be shortfalls in resources raised from public sector enterprises, and the 
yield from additiona3. taxation, would turn out to be better than 
anticipated. In the first two years of the Third Flan tax yields .are 
likely to exceed 75 per cant of the total anticipated for five years. 

The capacity to raise domestic resources to m adequate extent 
presupposes that the. expected rise in output would take place under the 
conditions of monetary and price stability. The price level at the 
beginning of the Third Fl,ai was SC; per cent higher than at the beginning 
of the Second Flan. A certain upward pressure an prices is implicit in 
development, but it is necessary to prevent a rise in the prices of 
essential commodities. According to the Plan docniraent, in regulating 
prices, reliance will have to be placed on fiscal and monetary discipline. 
Fiscal policy is being directec at limiting consumption and at producing 
the necessary resources. Monetary policy will be operated with necessary 
flexibility. It has been characterised with the objective of 
restraining excessive credit expansion, but at the same time, meeting the 
genuine credit needs of the so that the credit may be diverted for 

the predictive sectors. At the saiie time physical controls in special 
sectors have to be employed. 

The role of price policy is Important, The basic trend in 
prices has reraained upward during the period. According to the Plan 
appraisal, the increase in general price index has been of the order of 
7 per cent. This is not in itself unduly high, but the problem arises 
from the fact that this rise is superimposed on the Increase that has 
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occui^ec in the Second Plan pei'iod ther" ha^ire been great increases 
ill prices of essential consiiraer articles. The rise of 12,7 per cent in 
food articles since April 196 3 to September 196 3 is a matter of 
continuing concern and there has been a further rise since then. Price 
increases to policy decisions are instruments for enlarging the 

investib] e resources of the economy and enabling the priority indu.stries 
tO' ex’p'-jnd. in the' manner recfuired. Such policy-oriented price increases 
must be distinguished frora price rises, which are due to inadepuates in 
supply or dis tritution arrangements. The former must be accepted as 
inevitable while the latter must be kept in check. 

The eiitema], resources positim wou'’ d present problems. The 
entire investaent Import content of the Flan has to be financed by 
external assistance over and above the refinancing of external debt 
repayttimt. The process of economic development is bound to raise the 
level of iraports both in the aggregate and as a proportion of national 
income. This is the experience of the planning period. The doubling of 
exports has been envisaged during the next ten years. But in the short 
run, a certain hump in the balance of payments cannot be avoided when 
extern, al assistance becomes vital. 'External- assist^ce, of course, must 
be put to proper use and it must augaent production. The assistance 
given by the Consortium members proves the capacity of the country that 
foreign aid is being put to adecjiate use, ¥e must encourage forei^ 
ec|aity capital In all reasonable m^ner of ways to re<iice pressures. 

P ropo s e d Ou tiAY. lo r_._the FQurth_pl.aB 

Estimates are being prepared for the Fourth Plan. The Third 
Plan document envisaged a net investment of Bs, 17,000 crores over the 
Fourth Plan to produce the annual national income of ft. S5, 000 crores at 
the end of the Plan. This estimate was based at 196C-61 prices, bit the 
pribe level has rison thereafter. The Perspective Planning Division 


12/ Third Five Tear Plan s P.2S 
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of the Gomraission estimates the outlay of atout ?s.20 ,0C0 crores. At 
the present rates of taxation the total available resources for the 
I?ourtn Plan are put at a'^tout 10,000 crores. At the existing 
estimates, the puiDlic sector can 'have ^ outlay of not more than 

13,000 crores, of which 11,000 crores can be investment outlay and 
2CCO crores cur^^ent outlay. Sven this is likely to lea.ve a gap of 
3000 crores in resources, which will re(^aire additional taxation of 
the order of Is, 6CC crores.'^a*/ oly, - nu'm. 

The resources of R'. 10,000 crores are to be made up as below j 

Table No. 68 

1. BalsPce from current revenues at 


3564-65 rates of taxation 

(a) Centre 995 

(b) States 550 

1545 

2, Hap-way contribition on the basis of the 

1964-65 fares aP.G freights 360 

3. Surpluses of Public Undertakkigs 

(a) Central" 450 

(b) State 900 

650 

4, Borrowings from the Public 1600 

5. Snsll Savings 900 

6. External Assistance 9500 

7. Other finds 425 

8, Miscell^eous capital receipts 450 

9, Deficit Financing . IIQO. 

^OTiL 0530 


The level of internal resources naturally depends upon 
the rise in national income. The Plan document estimated that by the 
end of the Third Plan net investment as a proportion of national income 
may reach 15 per eont, at the end of the Bburth Plan 17 to 18 per cent 
and at the end of the Fifth Plan about 20 per cent. Much, therefore, 
would depend upon the rise In national Income, This has not gone beyond 
2,5 per cent per annum in the first three years of the Third Plan. To 
revise investment target evai of 13,000 crores for the public sector, 
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a rise greater than 6 per cent net amud. increase in national income 
raiist be envisaged. In other words, there must be a 30 per cent rise in 
national income in five years. This will retire a capital/output ratio 
of 2.5:1 on the basis of the past achieveuent. 

The Fourth Plai must pay increasing attention to the 
provision of oaplosmient opportunities and to the improveiient in 
agricultural yield. It must lay emphasis on the ’aii3.ding up of heavy 

defence industries and it should reduce the concentration of economic 
power in the economy. 

In the Third Plan, there has been a marked shift in emphasis 
on agriculture towards cpick yielding schemes. Much of the earlier 
investment In in<3ustry and other sectors is now reaching the stage of 
output. The expected output in agriculture -..jotild depend on reasonable 
normal weather and that in industry tould depend on the extent to which 
major bottlenecks arising out of shortages c® be avoided. The shortage 
of power and transport has continued in the Third Pl^,and the targets of 
steel ^d fertiliser products are behind schedule. 

The problem on the investnent side will depend on the ability 
of the economy to mobilise the resources, both internal, and external. 

Delays in the steel programme might affect the volume of resources to be 
raised from public sector enterprises. Bat the experience with regard to 
resources from additional tajxation might turn out to be better than 
anticipated as is suggested b^p the past experience of the three Plans. 

The ability to raise domestic resources in adecjiate smounts trould imply 
that the expected rise In output would take place under conditions of 
monetary and price stability. In the first two md a ha3.f years of the 
Third Plan, the price level rose by over 7 per cent. This in itself is 
not high, but when account is taken of the fact that the Third Plan started 
with a price level nearly X- per cent higher than at the beginning of the 
Second Plan, the price rise should be considered as high and any farther 



rise m p.fices would efte^'^tively come in the x^ay of mobilising the 
resources, hence the experience of the I'hird Flau stresses the importance 
of ah appropriate price policy. The role of the price policy should also 
be conceived in relation to different targets of production. It is not 
possible to avoid some relative ^rice movements. The}/ are necessary to 
divert resoxirces for the priority sectors. Hscai. raeasures can check 
domestic eonsuiption of exportable items, where some selective price 
increases are pezaissible. In any case, the prices of essential, consumer 
goods Used by the masses must be kept In check. The prices of essential 
raw materia3.s must also be kept under check. 

The position of external resources must be kept under 
constant review. In the Third PI, an, the forei.gn exchange repuirements for 
project imports have been revised upwards. This has been due to the 
xvadening of the scope of some Flan programmes and a3-so because of the 
inclusion of the new projects in the Flan, particularly in the field of 
power and tr^^sport, mainly to broaden the infrastmctare for the 
ixapleiaentation of the Flan. Development is a continuing processes and 
basic sector projects have a long gestation period. Advance action must, 
therefore, be taken on projects x<rbicli x-/ould be continued in the Fourth 
Flan, Only then a smooth transition to the next Plan period can be 
provided. Ho projects shou.ld be Included without detailed reports. 

According to the Third Flan 'lid-Tena appraisal, the totcfL 
foreign exchange commitments to be entered into during the 'Third Plan 
period for projects <sid programmes in the public and private sectors 
would be considerably la^'gnr than Bs. 2,030 crores, v/hile actual payments 
to materialise in the Plsi. period would be significantly smaller so that 

ft 

’given the availability of external assistance to enter into commitments 
on the scale recjiired the carry over of the assistap.ce from the Third 
Plan to the Fourth Plan wuld be much larger than the amount available 
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from the sfeiilar carry over frora the Second to 


the Third Fl^. 


Daring the Third Flan period foreign exchange finance for 
coraaitaents of a little over 2,100 crores is already in sight as below s 

im.^Jku§2. 


1, External assistance available for 

fin.'Sicing project reduirenients at 1,470 

tile aid, of the Second l^ear of the 
Third. Plan 

. Gonsortlum commihnents «X'l 

. i3.1o cations for export eamings for 

p ro j e c t comm i tm en t s 200 

4, private foreign, investment 150, 

TOTiS. '> ,121 


The total commitments to-be entered into inclusive of the 
adV 3 n.C 8 action for the Fourth Plan would be considerably larger. Our 
bal. ^ce of payments position is already strained and the same is the 
case about our extern,a].. reserves. It is, therefore, necessary that 
comii'feients for ibirther projects a^id pro.sra'ames should be made on the 
basis of additional- project .assist, ance being made available, ipart from 
our requireraents , the amount of addition.3l project assistance to be 
committed daring the next Pl^ period should depend on the p.roeedJ.res 
of the aid giving countries and institutions. Only a small part of 
the commibflonts in the rest of the Third Plan period would materialise 
as actual commitments. It would be possible to proceed with the 
projects that need to be taher. in hand, even without external 
commitments at this stage for covering their entire foreign exchange 
costs, if there is understanding regarding additional commitaents 
of aid from time to time in accordance with the sehedu.le of actual 
payments. In this connection, the point to be smph-asized is tnat 
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the re (|ii regents of pro,j' 3 ct assistance rJarlng the rest of the 
Third Plan period sho'^ld he based essentiallTf on an integrated 
view of' the results to be achieved during the nest at least five 
years, ¥e have to ensure that we not rel3J- on foreign assist^ce 
to ^ undily large' extent. It implies cost and at tines it leads 
to racl’less expenditure, Cantion nust, therefore, be observed in 
this respect. 

should depend on the mobili2at?.on of the domestic 
resources. The acfcal amount to be mobilised as well as the way the 
resources are. mobilised aff-ects the economy considerably. Care, has 
to be tahen to ensure that the resources mobilised, do not produce 
infLationar^r effects. Deficit financing should, therefore, be 
limited to a productive use so th.at it may create conditions where 
in future the cjiantum of deficit . fin ryiclng recjiired would become 
less. At the same time, appropriate monetary ®d credit policy 
should be pursued to see that there is flexibility in the economy, 
and at the same time, resources are available for the priority 
sectors. Sxpendi'hire in the non-Plsn sectors should be reduced 
to the minliaum the saae should be the case with purely 
administrative expenditure. Only then will the needs of defence 
and development of our econoray be met in an approrriate manner. 



CHAP T B H IX 


IL 0. .1 q L U S I 0 H 

Diring tho 1950’ s As iaJi coiin tries beg^ ’to sia^e strenuous 
efforts to breax the econoraic stagnation that had long held their Tast 
population in poverty. This' aarked a highly si 3 nifie. 2 nt change from 
passive acceptance of low standards of living to a determination to 
raise them by creating conditions for econoraic growth. 

With the emergence of politic.al independence one of the most 
importait problems of economic policy has been the real. ization and 
assurs^iee of full eraplo^ment, Birther, the assurance of satisfactory 
economic growth with stability has also taken a prominent place in the 
test of economic objectives. For la^y, this has become the predominant 
go^. In the last decade, a few countries of Asia were able to record 

■•V'' 

relatively high growth rates, Cbmpared to 1950* s Japan made a rapid 
progress. India, Binna, Ceylon, Indonesia, and Pakist^ recorded 
average results, while the growth rates of Hepal, Cambodia, Viet-Ham, 

Laos, China-Taiwan, Malaya, Singapore, Borneo and Sarawalc have been 
considerably low. 

Acceleration of development or the maintenance of a high ■ 
rate of economic progress calls for encouragwient of the flow of 
resources to development uses and, tlieir utilization in the most prodo.ctive 
directions. These resources can corae only from that part of total 
doraestic isi output which is not consumed or from foreign borrowings. 

A development policy should, therefore, be Judged- by its Influence on 
output, the rate of saving, the decisions of foreign lenders and the uses 
to i^hich the total flow of investment funds are put. The fiitare level 
of the output will be largely detemined by current and foreign .borrowing 
^d by the productiiity of the investment financed from these sources. 



In n-mj of the developing countries incoaies are rising at a 
low rate, in than, low personal savings pemit onl^r limited resources 
to be released for the exp-ansion of the comaunitj'’* s capital arid the tax 
systems provide only enough revenue to meet a part of the coriimunitj’"* s 
desires for •Oovernsient services, with very little surpluses available to 
finance development. 

Hence the recent literatare on the problems of economic growth 
has assigned a central, role to capital formation, ..itt3,..pts at 'development 
progranriiin.g’ place considerable emphasis on raeasures desi,gned to raise 
the rate of capital foraaticn and to exert some guidance over the 


channelling of investaent resources into what is believed to be their 
most promctivs uses. Though this latter objective has bean recognized, 
to be of paramount significance in the process of growth, surprisingly 
litae attention has been devoted to what may be one of its more important 


aspects. The less developed countries to-daJ are more vulnerable to 
inflationary pressures th.3n their now more developed counterparts were In 


their early stages of development. This being so, the possibility’' that 
inflation may infJ.uence the composition of investiient in a way 

deterlmental to development makes Inflation speclal-ly signific^t to 

#■ 

developing . countries. 

Inf]. ation or the expectation of inflation is generally 

accompsffiied by three major factors that have a bearing on the composition 

of investment; (1) a magnification of the iHif^iiidity risk; 

(2) uncertamty; snd (3) a changing spectrum of profit opportunities 

arising mainly out of measures taken to correct the symptoms of inflation, 

Licfiidity preference is affacted by inflation die to two basic 

reasons i Firstly, due to speculative motive and seeondl.y, due to the 

2 / I,S.Shaalan~T ’The Impact of In-fl, ation on the 'Cfomposition of private 
Domestic Investment; Sta-ff Papers : Vol.IX,Ko July 1962, 

PP. 243-261 
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p re cautiona2'3/" motive. Inflation increases the value of effective. 
lionilit3rj thereby raising tho coamtinit^r* s desire for it, liit it makes 
the most generally accepted store of lidU-idit^?- - money ^d financial 
assets denominated in money - unacceptable protection to provide against 
depreciation of value, .This strengthenin.g of the community’s wish 2 ?or 
licwidity weH-bsrir..g of the traditional store of licuidity will exert 
the greatest influence on the types of in.vesfeent undertaken during 
periods of in.fLation, bat it will also work to redice the total flow of 
resources available for InvestiTient, 

In a stable economy, price movsrents reasonably 
predictable .sid the variations in this rate are likely to become more 
tironounced as the average rate of inflation inerwases. This uncertainty 
regarding the .fa.'ture course of prices creates an incentive for 
lic^iditTf, "ihis uncertainty a'oout the fi.iture, the probability of 
unpredictable investment opportunities arise. Hence the desire to 
hold liduid assets for specu.lative .and precautionary purpose, s is 
strengthened. 

During an inflation money and fin^.cial assets denominated in 
money c,annot be depended on as stores of lic|.’.idity, since they decline 
in rea]. value as prices rise. Attaopts are, therefore, made to acquire 
assets whose value is expectec to rise in the lntsrv.al before tne 
inves'fcment onporbinity or other occasion for dissiarsenent arises. This 
flight into non-monetary assets is the source of many of the 
distortions x*ich accomp.3ny an inflation, this is a partia 3 - cause 
of the decrease in the flow of resources into invesbnent chan.nels. 


Ib.rther, the process of development involves increa^ 


sine 


re<jLiiran«ts of oreSit to facilitate the expansion to econonie activity. 
With the estahllstaient of the new fflsmfactartog activities and the 
extension of activity to agelealturi. and other fields there will 
toevitahly he a rising deasBa for credit. The extension of credit 



facilities to the n?..ral areas has received parti^ij.ar e?aphasis in recent 


tines. In India -^d Ceylon, during the last decade, a significant part 
of credit for agriculture was associated with m ei^tension in lending to 
cooperative societies. In addition, it is desirable that resort to 
credit by rura3.. producers fron non-institutional sources at exorbitant 
costs be discouraged by the replacement of these sources by bank or 


cooperative credit. 


In the context of inflationary pressures in the domestic 


econom 3 ^ there are two aspects of the rise in cowiercial. bank ere 
that need constafit attention. First, it is necessary to oisure 


dit 

that the 


increase in credit is primarily for proa^ctive rather than for 
consumption purposes .•sid that fin,^cing for the speculative holding 
of stocks is minimised. Second, it is .also important to ensure that 


the total of credit expansion is not excessive in the light of the . 
overall monetary situation on the one hshd, the needs of productive 
activities on the other. It needs to be recognised that even credit for 
productive purposes could, if excessive, result in an intensification 
of inflationary pressures in the short-term. 

The loss of past accumulations of extern, gl reserves implies 
that the countries concerned are no longer able to live beyond their 
me.ans except to the extent that they have recourse to external borrowing. 
This implies in turn that these countries have to reduce the total use 
of resources each -rear, whether f&r consumption or investment, to what 
is available through production for 'internal uses md, through such 
imports as could be obtained in 3-"ch»n,ge ol their exports or from 
external berrowings. The inability to further draw doi® external 
reserves signifies that such ^ adjustment must take place whether or not 
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there is m- excessive internal monetary expansion. The choice before 
these countries is whether to these adjustments simply by means of 

import restrictions whilst monetary expansion continues unabated - 
in other words by an inflationary process of continuing price increases •" 
or by a more regulated process by which the monetary exp^sion is itself 
restrained primaril-y b//- measures in. the fiscal fieldj and the pressures 
on the price level are kept doWi to the minimum consistent with the 
rsduiranents of a developing economy. 

It needs to be recognised that .an inflationary rise In prices 
is a means of distribiting, over different sections of the community, 
the redaction in. the use of real resources that has In mi case, to take 
place on account of the reduced volume of imports. As prices increase 
those w.hose iaone 3 r incomes are fixed or do not iricre.ase in proportion 
to the rise hi prices are able to purchase sma3.1er cjian titles than before 
,^.d suffer a contration in real income and ccnsunytion. 

On the other hsndg those whose money incomes rise faster 
than the rise in prices enjoy m improvement in re: 3 l income. In other 
words, in a process of inflation or rising prices there is a shift in 
the distrilmtion of real fncoae against the relatively fl.xed monei’' 
income groups sic in favour of these whose money incomes increase as a 
result of rising scarcity profits or other factors. Speculative 
activities, in particu.lar, benefit from fie process. It is essentially 
through such shifts , in real incomes brought about in this way that a 
’rediced cfiantity of real resources is distribited throughout the 
‘community in an inflationary process. 

One of the chief dravrbacks of an inflationary process, apart 
from the varying incidence of price increases’ on different sections of 
the community, is that it tends to gather momentum and becomes 
increasingly difficult to control. A rise in prices generated by such 
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a process is not likely to remain, static at higher level. s. prices 
anerease there are pressures for " compensatory increases- in aonev 
incomes, ’^age and sal-ary e.arn-er3, for instsficej are likely to exert 
pressures for higher money earnings. The increases j honever, if conceded 


are likely to prove self-defeating. iS. though wage increases may co.nfer 
tmporary benefits they result in increases in costs which are in tarn 
transmitted to consumers, inclu.din-g wage and sal.-ary earrxe.rs, in the form 
of a further rise in. prices -gpd living costs. A cumul-ative spiral of 
rising prices, wages and costs could be set in motion over a period in 
this riiaiuier. 

fbr a closed, economy h..avin.g relatively small transactions with 
the outside "-■■jorld, it may be argued that the effects of infl.ationary 
prcces.s may be largely confined to continuing shifts i.n r6.aL income 
distriicution, as" described a'^^ove, with relatively little effects on total 
production - even though productive activity can hardly remain wholly 
immune from the process. But in m open economy an inflationary rise in 


costs in the export sector cap.no t be passed on to consumers in the fom 
of higher prices since the prices of e>rport products are determined In* 
markets abroad. A rise in production costs, with eiq^ort prices remaining 
un digged, can. lead, In f.act, to a contraction in export produ.ction as 
marginal producers lose their position of competitivaiess. Such a result 
could only remforce inflationary process by aggravating the balance of 
payments position ^d by creatin,g a need for further curtailment of 
iiaports. Moreover, it would al-so impose additional pressures on the 
Gove.m!iient budget as revenues from exp'ort duties and Income and profits 
takes decline, and so enlarge the magnitude of the overall budget deficit. 
There are also other walk's by which a rise in prices tends to 
be continuous. The existence of shortages and scarcities and the 
expectation of further . increases in prices encourages the speculative 



ho aJ* ding of stocks 
prices. It is, in 
price inflatioii th 


o.f goods which itself aggravates the acto-al. rise in 
fact, the new pattem of expectations created by ^ 
it is a particdlarly insidious feature of the process 


j#id which, once under wa:f, makes ciffi-cult a policy of restraint, ’ihere 
further increases In prices are anticipated even increases in supplies 
find their \'is.7 in'to specu.latis’'s hoards. 

It has 'to he recoi^iised that there are several., limitations in 
the Maj of successfil -price control afid distribution policies in a 
general si;taation of excess demand, Price controls themselves tend 'to 
multiply and 'ix) raake necessary a5.i ever increasing network of controls 
over supplies ajic distribution. Price controls unaccomp^ied by 
effective rationing invariably result in either the circuravention of the 
■ controls or 'the disappearance of supplies from the market, Wiere 
available supplies fa3.1 short of deiiand at the controlled prices, 
scarcities cannot but occu.r. Yet a comprehensive system of rationing 
places great strains on the a<3ra inis t rat ion which a developing country can 


ill afford 'to bear. Moreover, the administrative costs of price contro3.s 
and rationing are an additional component to 'the nohm^ changes of 
distribution which needs to be borne by the budget. 

This involves a reduction in the extent of the monetary 
expansion itself so that the volume of 'iioneta-ry dem-and in the economy 
is more in conformity with the availability of re,aL resources. Such a 
redu.ction would result in a restraining of inflationary trends, M 
approach of this kind, however, must not be limited to the mere 
attainment of relative price stability. It must also be linked with the 
provision of a f ran ©work for accelerated economic growth. There will 
always be so-me scope in a developing economy for a certain degree of 
monetary expansion consistent, for instance, with the increases in , ' 

production that takes place f,roa year to 2 ^ear. It is possible that a 



mild md gradual process of rising prices 
:mvesteient ^,q productive activity. Bit 


c^j, act as a. stinulajit to 
the choice under clisaission is 


not one betTfeen static as agatest gently rising prices. It is rather a 
choice between in flat ion ary process that might prove inereasingiy 


difficult 'to control and a fraaework of relative though not absolute, 
price stability. 


The Control of inilation is only one of' the problems facing 
a government wishing to encourage rapid economic devslopaant. The fight 
against ilJ.iteracy, the reform of "Dureaucratic practices, the Ixiildmg 


of basic saiiitory facilities 


for the eradication of 


en dem ic d is e as e s , 


the substitution of competitive for monopolistic trade practices, the 
encourageraent of a widespread spirit of entrepreneurship, sp-d the 
creation cf en adequate a’aount of social capital, raay be important 
pre-reaiisites for rapid economic growth, however, attacks on these 
problems are likely to be more feasible in .ap atmosphere of fin.ancial 
stability and rapid Inflation will mai^se the failure of such attacks 


■nucii more likely. 


Infl.ation creates distortion ahd!, therefore, inflation- ridden 
economy needs complete reorientation of the economic systaa. Drastic 
ch.ap,ges should be made in the community's expectations. These changes 
are not likely to occu,r if the comiunity believes that the government may 
be lukewana in its attack on inflation. If individu.^s see little chah-ge 
in the economic climate they will be u.nder very few effective pressures 
to change their views. The fundamental changes which are required will 
not take place. 

The persistence of expectations as to the movonents of prices 
is a partimlar problem to be faced In introtducing a stabilization 
progrssame. In the early stages of ah inflation, individuals continue 
to believe that prices will soon stop increasing. Bu.t once inflation is 



established, they will expect prices to go on. rising; aP-d even if they 
believe that the inf].ation has been halted, that prices '.•rill be 
stabilised they will not expect stabilization to take place Icniediately, 
Moreover, they will aLwa.Ys be conscious of the possibility that the 
prograiiie may fail. Sven, therefore, when money financi^, assets 
begin once more to appear attractive, the acc^iisition of such assets may 
be deterred by a llngerin.g fear that they rsa:/ a, gain decline In real.. va3..ue. 
By contrast, the continued holding of inventories offers protection, even 
if the programme succeeds, against any loss except that of the potential 
income from financial mveshnents , and the holder of foreign financial 
as.sets risks the loss only of the possibly excessive returns on domestic 
financial, assets over the return on foreign ones. If the prografnme 
fails, such holders stand to gain much niore, Thus to enable a 
stabilization programme to succeed, it is above all necessary for the 
G-ovemraent to convince the ccmnunity that the va],ue of money will 
henceforth be maintained. 

Ml atfcsTipt to slow 6om ,an inflation will take a long time 
to be effective and its financial result will be uncertain. The 
restrictions on credit necessary to bring some stabilization will deter 
borrowers from ir- vesting, hit the inflation » induced distortions of 
the econoray are likely to persist. The continued rise in prices will 
deter the accumulation of financial assets and continue to act as a 
brake on the f3.ov of resources to Investment, unless the authorities 
are firm in their attack, the attaosphere of financial stability 
necessary to induce a revival, of output to lev-ls higher than those 
which wuld have prevailed under inflation will not emerge. 

Hence the control of inflation shovld he one of the ma^or 
objects of economic policy in a developing economy. It is true that, 
peg se , rapid economic development is likely to provoke inflationary 
pressures. Therefore, one of the problOTs calling, for high priority on 
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the part of the sathorities 
restraint of toflation. 


rapidlir developing economy is the 


Infl.ation diminishes the volume of resources available for 
domestic investment. Community saving is reduced, and a considerable 
part of this saving is ch^nelled to foreign rather th^ domestic 
investment, while the flow of capital from abroad is discouraged. A 
substantial part of the reduced flow of resoi:rces for domestic 


investment is diverted to uses which are not of the highest social 
priority. The accumulation of the large inventories is enc&uraged. 

The diversion of savings from the capital markets, where investment 
dieisions are more subject to longer-term economic criteria, is 
exenplified by the diversion of investment from productive uses for the 
entire community to the building of owner-occupied housing for the 
relatively wealthy few. The apparent profitability of certain short-lived 
investments leads to distortions in the productive stmcture which makes 


the economy less adaptable. Bailee of pa^mients difficulties are 
symptons of the underlying stresses. To redu.ee the forei^ deficits, 
the authorities are almost forced to resort to controls, which in most 
Cases protect uneconomic produ.ction. 

However, if the economic system has been allowed to get out of 
haJid, the autiiorities mUvSt decide to stabilize, or not to stabilize. 
There is no doubt that the provess of stabilization is difficult, but 
difficult or not, it is a pre-re<:|uisite to rapid economic growth. 

The overriding need in the context of underdeveloped countries 
is to step up the rate of economic growth so as to outstrip the growth 
of population and to provide eaployment opportunities for an increasing 
labour force. This objective calls for a significant rise in the rate 
of investment in the economy end the mobilisation of financial resources 
towards this end. Given, the limits of external financing, this calls in 
turn for a ftiller mobilization of domestic financial resources for 
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purposes of investment, Ceylon has ha<3 a greater degree of success than 
many developing countries in channelling subs tan, tial financial resources 
to Government revenue. Government revenues represent a higher proportion 
of national income in Ceylon-nearly 26 per cent - .th.an in most of these 
countries. In India also Govemmerit revenues come to about 26 per cent 
of national income. Nevertheless, the heavy claims made by cur'rent 
expenditures on the financial resources of Government set limits to the 
magnitude of resources that could, be devoted to inveshaent. At the saae 
time, there a^e limits to the amount of financial resotirces for 
accelerated investment that cou.3. d be urudently nrovided by exnansinnary 
financing. 

The policy repu-iranents for the mobilijiation of domestic 
finan,cia]. resources, would be readily apparent in the perspective of a: 
development plan which sets out the investment recf-i.irements for an 
accelerated rate of economic .g.rowth. Given the magnitudes for external 
financir-g penrissible monetary exp^sion, the objectives in respect 
of Government revenues ^-d current expenditures would be nore easily 
determined. The (pestion of an appropriate scale of subsidy outlays, for 
inst.ance, could, be approached in terms of such a fr^iework. It needs to 
be recognised in this connection that in the more recent period the 
relationship between subsidies, budget deficits an. d the price level has 
chan.ged significantly. As long as external reserves we.re plentiful and 
imports flowed in freely, expansionist financing of Government budgets, 
whether for the maintenance of subsidies or otherwise, had no impact on 
consumer prices or on living costs. The cost of subsidies, in, other 
wrds, was not borne by consumers thiTough increases in other prices but 
by the decline in external reserves. In the present situation, on the 
other h^d, although the prices of the subsidised, iteas r^ain low, 
excessive expansionary fln,ancing results in a sustained Increate in 
17 Central of Ceylon Annual Heport for 1962, PF. 18,19 


other consximer prices as well as in shortages of several categories of 


goods. A development plan will not only indicate in specific terns the 
appropriate allocation of resources between consuaiption and investeientj it 
will also depict the scope for ftirther augmenting revenue. Instruments 
of taxation In a developing economy need to be progressively adapted 
towards channel] ing to revenu.e a part of the increraent to Incomes that 
accrue in the course of development and particularism’ a part of what would 
otherwise be diverted to consumption, Rirther, in conditions of 
relative scarcities high import duties, saJ-Cs or ’him.over taxes, and 
excise duties are effective instruments for augrentiD.g revenues ah-d 
reducing scarci’by profits. 

A tax system based on direct taxes which are graduated in a 
progressive manner is iiaport,ant hobh for fin ;3nc ing economic development 
and for controlling inf].ation, Economic development raises per ^ capita 
income and money incorae and the whole population moves up in the income 
scale. Tiiose who were pa 3 ’’ln,g taxes earlier will, pay larger taxes, and 
some of those who were belowihe exemption limit will start to pay taxes. 
The direct tax systaa tlius has a ’xiilt-in struchire for giving 
governments larger revenues from grox^th without changing the level of 
taxation, 

* .iii 

The pipgressive direct tax systou also' provides governments 

« 

with ’milt- in protection against inflation, Ifnen prices rise, money 
incomes increase, and the tax system causes government revenues to 
increase at least uari passu x^ith national- incorae .and very rapidly if the 
system is sufficiently progressive. On the other hand, if indirect 
taxes are a larger component of revenue, govemi-nerit revenues will, lag 
behind the increases in money income and prices. And if, as in most 
underdeveloped countries, expenditures increase with rising ■‘rricos. the 



bu.dget def-i-cit grows rat)idl2-^} adding to ths total excess demand afid 
iii.J. ationai^y pi^essiires. In Indiaj indirect taxation accoionts for at^oiit 
6G per cent of the revenues of the Centr,al fovemnent .and the masses 
iiave to contri'mts substan.tia3 ly to the funds repi.iirecl for plannee growth* 
In order 'to promote iiivsstnent a?id to crea,te eapit.al markets, 
it is desirable that preference be given to, the corporate form of 
enterprise. One o? the diffiailties in raising the level of private 
investment in underdeveloped countries is that even the rich do not have 
sufficient flmds to establish industries using modem methods of 
production. This difficulty can, be overcome onl^’' hj encouragmg lar,ge 
numbers of investors to pool their finjriCial resources. 

That vovernment revalues in underdeveloped countries are 
woehilly inaclecjaate is clear, lut the method bjr which they 0,^1 be 
increased rapidly’' is not so obvious. Particular tax devices, which work 
successfully'’ m one country may not be appropriate in another. However, 
there are ’three fronts along which governments could advice, naaely 
tax principles, tax ad"i3nistration, and social, ^d political will, to 
succeed. It is true that refined Inoxfledge is often lacking about the 
kinds of taxes which will yield the highest revenues -^^itli the least 
amount of enono’ciic, and perhaps political dis’fcu.rbance. 

Better taX administration mo improved collection methods 
within the existing structure will produce, resul ts , .arid t.iBj are 
certa^nlv Smuortant as a means of increasing government revenues. In 

3/ 

most' countries, the st.aff of the tax collecting departments is foademate. 
This recfuires better training m accounting in methods of making 
assessments. 

Tax reforms, as mentioned above, c,an be made onlyr slowly. They 
depend not only on good laws, but also on how the laws are li piemen ted. 

pers 1 Vol. IX, Fo. 3, Hovember 19635 PF* 444-446, 
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It tas s3^steas a.^^e Judged by the ^saount 
relation to the gross national pro-clu.ct, 


of revenue collected in 

some improvement has occurrsd in 


post-war years in a number of countries like ':3arraa} India 
rhilippines, but in the majority of the cases there has been ver^f little 
or no chaP.ge in the ratio, IJlien tak systems are Judged by the 
proportion of direct taxes to tot^il tax revenue, improvement since the 
war is indicated for only a feu cci:ntries £ hurna, Ceylon ajid, India® 


In the post-war period, 


the decisive efforts of these 


countries to achieve planned economic development have added new 
dimeuxsion to their extern, al- trade problems. Their determined and 
intensified drive towards betternent is clearly ref].ected in the import 
needs of the n,ational development plans, lenerall?'?', ho'-ever, imports are 
scheduled to rise at a much slower rate than in the past an.d the 
composition of the planned imports continues to reilect on increasing 
emphasis on developmental- goods. To a miich more significjjit and crucial 
extent, in making plsis for Imports, countries have had to take 
cogniz^ce of the avail abij,. ity of foreign exch^ge resources. 

Development activity within the region has not been well 
planned in respect of trade. It has led to duplication of efforts aPd to 
difficulties in exp ,sn ding markets beyond national boundaries, resulting 
in inefficient production waste of resources. Positive action on 
' the economic front by countries of the region is lori.g overt'ue, v/hUe a 
broad-b,ased scheme of regional, autarky may not be immGdl.ately feasible, 
the scope for coordinated action in specific fields is not only feasible 
but essentl,aL. Mi import substitution progran-ie on a regional scale 
would be more m sensible and rautually beneftyial than mere import 
substitution exports ifithin individual national boundaries, 

A well thought out attempt to achieve greater coordination- 
of the developniental efforts ■ within the countries of south-east Asia 
is urgently cd-led for. This' is particularly so in those fields of 



activity vrhich will h^ve repercu.ssions on intf a-J’cgional trade. In the 


context 


of the g 


ro¥ing diffia-l ties attend, snt on development, the time 


certainly is ripe for the countries of the region to take importsait steps 
which will benefit the indiviclu,al eonntries by creating coinon benefits 
to the region as .a. whole. Only through such coordinated efforts will ' 
the countries of the region be able to take ftill adv^tage of the 


oprortunities open to th?^ in the ftiture. 

Of course with successfil regional trade cooperation, the 
balk of the capital goods needed by the developing Asi?ji countries will 
have to be imported from the more advanced nations. Since it is on 
Capital goods inports th,at countries of the region apply minimal 
restrictions :3id since the levels of imports of these countries are 
govemec by the svailabil. ity of foreign exchange, it, would be to the 
interests of the developed countries too if thev liberal-ize their imports 
f,roai the developin,g countries. This is of even more basic importance to 


the economic development of these countries than the grant of aid. 

Foreign capital, is essential for financing import recfiiresaents. 
In view of the region’s prospective foreign exchange difficulties its 
mounting debt' burden it is essential that aid should be made available 
to these countries on liberal finaacial. terms. The teims on. which aid 
is offered .are .generally gove-med by the purpose which ranges f,rom 
budgetary support through social. economic infr-a-stmcture investaent 

to profit-making projects in manu fact.:; ring industry. Political and 
military considerations also have an import-ant ef-rect on the availability 

and fin<ancial conditions of aid. 

The developing countries in the region will continue to^ rely 
heavily on developed countries for long-term capital to finan-ce Impo-rt 
reduironents. A powerful case exists for aid, in the fo.nn of grants, 
particularly for social, and economic in,fra-st.micti,re projects and for 
countries in foreign exch^ge .difficulties, even if the projects most 



(•^0) 


needing finance are pro.fit-^iaking indti?; tries 
have to be made, their teiras aP-c; conditions 


, To the extent that loans 
sto’cld bs increasingly 


geareo. to the rs<jiir®ients of faorrowing countries '"ithout Jeopardising 
the fin^icid. somidness of the aid-giving country’s aid progrgune. 


lo sis 


Carrying lo¥ interest rates ar.d longer grace and maturity periods 


need not be . air den some to countries giving aid, nor need they impair 
the role of do’^iestic capit,al in developed countries, provided suitable 
discriminatory measures are desired to favour foreign ’lorrowers. 


The long-term solution, honevcr, for their fcrei;gn exchange 
problem is Increased exports an,d s^ibstitution of local outputs for 
imports. But 'Doth of these developments depend largely on capital 
fcmriaticn and economic growth, sc that foreign capital is still 
c.ruGial for the economic prograrmes of many underdeveloped nations. 

These countries must look to exports for ranch the greater 
part of the foreign, exchange needed to fln,rince imports that assist 
iiiiprovaaent of agriailture, industry tsid transport. ^0. though foreign 
aid has become iraport.^t, aP-d should become more important In the 
development decade, exports prr-vide these countries with about 87 
per cent of their foreign, exchange receipts. The target of a 5 per cent 
rate of in.crease in national incomes of developing countries will, 
there. lore, require much the s.ame rate of increase in their exports. 

World trade has been increasing at more than this rate, 
for be Ween 1953 ^d -1960, the va].ue of I'Jorld exports rose by 6,s> 
per cent a T/'ear, Export receipts of the ilsi,an countries, excluding 
Japan whose receipts trebled, increased at a considerably slower. 
rate of 4,6 per cent a year. 

It is obviously urgent that the countries of Asia should 
have wider opportunities for exporting to developed countries, ^d 



foreign aid, ho’.-'/ever generous, is not sgi adec^iate substitute. 

But such opportunities c-^mct be taken for grj^tecl the 
slowest rates of growth, both in v-silue and c^antity of exports, 
have occurred for trade between developing countries themselves. 
It is here that they might do more to help one another reach 
the target of the development decade. Measures to increase trade 
between them could help conserve their aggregate resources of 
foreign exchange for Imports frora developed countries and 
notwithstanding substantial increases of forei,gn aid,, such 
conservation will become increasing! 7/ necessary as development 
progravces are strengthened. 

Development would not, of course, be helped' b7/ 
ilj,~eonsiderecl me.asu.re3 of trade diversion that raake imports 
scarcer, and so reaice their volume or <|2antity. But, as 
development proceeds, it should open wider possibilities for 
corapetitive no exports from some developing countries to others, 
and if these possibilities are promptly rea^-ized, further 
development will be assisted thereby. It would be assisted 
in a two - fold way. The countries whose competitive exports 
gained would have bigger markets for achievin.g economies of 
scale iSTiC, greater receipts with which to obtain their own import 
recfiireneiits. They ^ could, in -turn, help the purchasing countries 
by issuing some of their extra receipts to tuy foodstuffs, 
raineral.s, other raw m.aterials and perhaps some light industrial 
goo ds. 

In the fin^ analysis it is only an aeceleraticn in ■ 
the pace of economic grox^rth that can provide a solution to the 



basic problaas of underdeveloped countries. It is because such an 
acceleration will prove difficult in a context where the ^soiietaJ^y 
.expansion is excessive and inilationaiT pressures too severe that 
there is need for a reduction in the fiscal and monetary 
Im bailee in the sconor.y. In this respect, the key position 
and the immense responsibility of the centra bank in securiaig 
monetary sn,d general economic ec|iilibrium m’ust not, however, be 
challenged. If the threat of excessive demand prevails, no 
other institution can operate as promptly and or as effectively. 
Under these conditions the central, bank will have to devote its 
efforts to reaching a satisfactory coEipromise between domestic 
^d foreign renairements. At the same tine, it is necessary 
to keep under control the purely adninistrative expenditure 
of the Government so that funds for productive investment may 
continue to gnsw. Ihe benefit of economic growth must pass on 
■fco the masses. Only then is balanced eeonoraic growth feasible. 
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Wholes ae or 1953 38.8 17,6 12.9 54.2 - 16,4 - 9.3 11.1 15.4 - - 7,3 

retail ssle 1964 - 22.3 - 17.3 - 17.6 18.0 - 9.4 10,9 17.5 - - 6.0 

1955 24.3 21.2 - 15.7 - - 17.9 - 9,5 11.3 19.4 - 25.8 5.9 

,1956 26.6 19.9 15.5 16.4 - - 16.0 - 9.4 11.4 19.6 - 26.4 6.5 

1957 25.8 21,8 - 16.5 « 11.8 „ - - 


Mining 1953 2.3 0.7 - 1.5 6.0 - 0.9 - 0.1 1.6 1.6 - - 0.1 

1954 - 0.9 - 1.3 - 0.3 0.9 - 0.1 1.4 1.6 - . - 0,1 

1955 1,5 2.1 - 1.5 - . - 1.0 - 0.1 1.6 1.5 - 0.1 0.1 

1956 1.5 0.5 - 2.2 - - 0,9 - 0.1 1.6 1.7 - 0.2 

1957 1.5 0.6 - 2.3 - - - - - 1,8 


Percentages have been caicalated from U.N .Sconomic Survey for Asia end Far last, irmual Report, 1958 

(a) Source : Indonesia’s Economic Stablisation ^d Development; B.Higgins ; P,177; 1957 

(b) Economic Development in North Viet-Nan; Theedore Shabad, Journal of Pacific Af f airs ; yol.XXKI, No. 1, March 1958 
<c) i-Iining ^d Manufacturing both 
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5 1954 ' 
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Gross Domestic 
Capital 

Foimation 

3,397 3,464 

3,832 
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4,064 
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5,947 

Savings 

1,121 1,899 

2,094 

1,761 

2,007 

1,166 
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' a) General 
GoYernment 
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211 
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17? 

490 

:b) Public 
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[ c) Private 

Co rpo rations 







d) House Holds snd 1,114 1,633 
Private non-profit 
institutions 
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289 

1,008 

Savings as 
percentage of 
gross Capital 
fo m ation 

46,4 47.1 

■’>‘k 
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41.8 

20.9 

16.9 


' Year Book of National Accounts Statistics : IT.N.,1958, F.4S 
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